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In  preparing  this  book  the  idea  of  the  author  has  been 
twofold;  to  reach,  and  if  possible,  to  benefit  not  only 
the  practicing  auditor,  but  also  tiie  man  in  active  business 
life,  who  has  neither  the  time,  tlie  opportunity  nor  the 
inclination  to  attend  a  course  on  accounting  in  some 
school  of  commerce.  In  carrying  out  this  idea  it  may 
be  that  the  author  can  be  accused  of  having  wandered 
out  of  his  own  field  of  Auditing  and  of  trespassing  on  the 
broader  field  of  Practical  Accounting  by  entering  more 
fully  into  the  discussion  of  underlj-ing  principles  than 
the  strictly  defined  limits  of  his  subject  would  justify. 
If  obliged  to  plead  guilty  to  such  a  charge,  his  plea  in 
extenuation  must  be  that  the  boundary  line  between 
the  two  fields  is  not  marked  by  any  well-defined  wall, 
and  that  the  auditor  must  of  necessity  encroach  on  the 
territory  of  the  practical  accountant,  if  he  expects  to 
do  any  efi'ective  work  in  his  own  field.  This  would  be 
true  even  if  he  confines  himself  to  the  mere  verification 
of  the  accuracy  of  the  accounts  he  is  examining.  It  is 
much  more  so  if  he  undertakes  the  higher  functions  of 
his  profession  in  giving  advice  to  his  clients  with  a  view 
to  improving  their  oflice  methods  in  accordance  with 
modem  scientific  accoimting  Ideas. 

The  progressive  business  man  will  be  interested  in  a 
treatise  on  Auditing  in  its  restricted  sense,  which  will 
be  of  service  to  him  in  enabling  him  to  determine  whether 
the  auditor  employed  by  him  is  doing  his  whole  duty. 
Of  much  greater  interest  should  be  some  knowledge  of 
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the  constructive  work  that  he  can  expect  from  the  au- 
ditor and  the  benefits  to  be  derived  from  it.  If  this 
should  result  in  some  improvement  in  business  methods, 
the  mission  of  this  book  will  have  been  accomplished. 


AUTHOR'S  PREFACE  TO  COST  ACCOUNTS 

One  of  the  essential  qualities  of  the  man  of  business 
of  the  present  time  is  the  jjower  to  analyse  a  financial 
statement,  the  figures  represented  in  a  manufacturing 
account,  the  cost  of  selling,  the  cost  of  general  adminis- 
tration, and  to  determine  the  facts  necessary  for  good 
administration.  To  be  able  to  do  this  accurately  is  of 
the  most  prime  importance  in  modern  industrial  organ- 
ization. During  .the  last  ten  years  the  importance  of 
this  subject  has  been  growing  upon  the  business  world. 
Questions  of  business  policy,  matters  affecting  foresight 
and  good  administration,  when  properly  considered, 
must  embrace  propositions  affecting  the  details  of  cost. 
Itemized  information,  properly  and  scientificaUy  set 
forth,  is  requisite  to  make  management  intelligent  as 
to  procedure  involved  in  every  department  of  business 
and  in  every  negotiation  undertaken. 

In  furtherance  of  education  in  this  field  of  factory 
cost  accounting  this  volume  is  prepared.  Progressive 
business  men  should  not  be  deceived  into  an  undertak- 
ing to  estabUsh  systems  impulsively  and  without  con- 
sidering the  real  need  of  the  proposition  under  con- 
fiideration.  Perhaps  strongest  emphasis  should  be 
placed  npon  this  warning, — that  the  business  should  be 
studied  with  the  greatest  pains  and  concentration  be- 
fore any  attempt  whatever  is  made  to  evolve,  much 
less  to  create  or  install,  a  system  of  so  called  cost  ac- 
counting. 

General  managers  have  in  the  past  to  a  great  ex- 
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tent  held  this  entire  subject  somewhat  in  contempt, 
depending  particularly  upon  their  natural  capacity,  and 
relying  upon  tlieir  knowledge  of  human  nature,  coupled 
with  such  fugitive  information  as  might  be  furnished 
them,  to  conduct  effective  campaigns.  This  has  been 
particularly  true  with  reference  to  contractors,  various 
small  coal  and  ore  operators  in  the  western  states,  and 
generally  men  who  have  risen  to  j>rominence  by  in- 
tegrity, executive  ability,  great  force,  and  keen  insight 
into  the  motives  of  men.  If  it  ever  was  possible  to  carry 
on  campaigns  of  this  kind  effectively  under  conditions 
which  prevailed  for  many  years  in  tliis  country,  the  time 
has  gone  by.  At  the  present  time  the  necessity  for 
absolute  knowledge  is  imperative.  No  longer  is  it  pos- 
sible to  map  out  a  successful  program  by  gusssing  at 
results,  and  the  utmost  interest  is  shown  in  connection 
with  the  demand  for  results.  Under  modern  conditions 
corporations  particularly  are  keenly  alive  to  the  ne- 
cessity of  getting  men  who  can  produce  results.  This 
demand  is  insistent,  clamorous  and  appropriate,  and 
written  statements  must  reflect  it.  The  tendency  is  to- 
ward a  greater  lucidity  and  more  scientific  arrange- 
ment. The  author  has  sought  to  simplify  the  subject, 
or  group  of  subjects,  and  at  the  same  time  make  it 
sufficiently  practical  and  set  forth  the  guiding  principles 
in  such  a  way  as  to  attract  the  men  of  mature  judg- 
ment and  experience. 

Stephen  W.  Gilman. 

Unwer»itii  of  Wisconsin. 
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AUDITING 

CHAPTER  I 

GENERAL  PEINCIPLES 

1.  Definition  of  auditing. — In  defining  auditing  it 
is  usual  to  say  that  it  is  derived  from  the  Latin  word 
audit,  he  hears,  and  that  it  is  the  examination  of  an  ac- 
count by  a  person  appointed  to  test  its  accuracy,  by  com- 
paring each  item  with  vouchers,  adding  up  each  page, 
and  at  last  authoritatively  stating  the  sum  owing  or  at 
credit. 

If  such  a  definition  is  accepted  it  is  likely  to  lead  to 
serious  mischief,  because  an  incomplete  audit,  like  any 
other  half-truth,  is  liable  to  be  more  dangerous  than  the 
entire  absence  of  any  information.  Unless  the  auditor 
goes  deeper  into  the  accounts  that  he  is  examining  than 
merely  to  test  their  accuracy  and  to  ascertain  whether 
they  are  supported  by  vouchers,  his  audit,  unless  we 
give  the  words  of  the  definition  much  greater  meaning 
than  they  usually  convey,  will  be  of  so  superficial  a 
character  that  it  will  be  worth  little  more  than  the  so- 
called  audit  of  a  committee  of  stockholders,  men  who 
have  no  practical  knowledge  of  accounts. 

In  addition  to  the  points  covered  by  the  definition  as 
given,  the  auditor  should  be  able  to  make  such  an  anal- 
ysis of  the  accounts  and  of  the  business  of  which  they 
are  the  history  as  to  present  to  the  proprietor  not  only 
a  statement  of  their  accuracy,  but  also  an  intelligent 
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■idea  of  the  whole  trend  of  the  business,  to  point  out 
'..weaknesses  and  to  recommend  improvements  which  will 
add  to  its  efficiency  by  applying  the  information  ob- 
tained from  a  study  of  past  methods  and  transactions 
in  the  formulating  of  advice  for  tlie  future  conduct  of 
the  business.  The  study  of  the  history  of  our  own  and 
of  other  countries  would  be  of  little  use  unless  we  can 
gain  from  it  some  knowledge  of  what  evil  we  should 
avoid  and  what  good  we  should  strive  to  attain  in  the 
future  government  of  the  nation.  In  the  same  way 
our  study  of  the  accounts,  which  are  the  history  of  a 
business,  should  lead  us  to  conclusions  which  will  be  of 
practical  value  in  the  future  conduct  of  that  business. 

Definitions  that  are  based  on  derivations  are  apt  to 
be  misleading,  for  words,  like  children,  are  apt  to  devi- 
ate from  the  ways  of  their  parents,  and  to  broaden  out 
as  they  grow  older.  Therefore,  the  auditor  is  now  no 
longer  content  to  hear  only,  he  must  reason  about  what 
he  hears,  and  must  be  able  to  draw  correct  conclusions 
and  to  state  them  clearly  and  forcefully. 

2.  The  auditor  a  skilled  investigator. — It  is,  there- 
fore, apparent  that  an  auditor  is  more  than  a  critic.  He 
must  be  a  person  of  original  ideas,  able  to  construcfc 
anew,  when  his  investigations  have  caused  him  to  tear, 
down  what  has  been  wrongly  built.  It  is  intended  ii^ 
these  pages  to  take  this  view  of  the  auditor's  work,  and 
to  show  not  only  how  he  should  detect  what  is  wrong» 
but  also  how  he  should  institute  methods  that  will  p] 
vent  the  recurrence  of  the  wrong  in  the  future. 

It  is  not,  however,  intended  to  imply  that  an  auditor 
can  absolutely  prevent  wrongdoing  or  that  lie  can  al- 
ways discover  it,  if  it  has  taken  place.  He  is  not  an 
insurer,  nor  can  he  be  expected  to  discover  what  is  not 
to  be  found  in  the  accounts,  which  may  have  been  kept 
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in  so  careless  a  manner  that  it  would  be  impossible  to 
trace  any  transaction  the  details  of  which  had  been 
skillfully  concealed,  or  of  which  there  was  no  record 
at  all  except  such  as  the  interested  person  himself  made. 
For  instance  a  book  concern,  which  did  principally  a 
mail  order  business,  made  a  few  cash  sales,  especially 
about  the  beginning  of  the  school  year.  It  was  the 
practice  of  the  man  on  the  floor  to  hand  the  cashier, 
who  was  also  the  bookkeeper,  the  money  he  received 
and  a  scrap  of  paper  with  the  amount  written  on  it. 
The  bookkeeper  was  supposed  to  enter  the  total  of  these 
tickets  in  his  cash  sales  column  at  the  end  of  the  day. 
As  he  destroyed  the  tickets  and  as  there  was  no  other 
record,  the  auditor  could  only  state  that  there  was  every 
reason  to  believe,  from  the  general  recollection  of  the 
salesman  as  to  the  amount  of  his  average  daily  sales, 
that  the  bookkeeper  had  largely  understated  the  amount 
received  in  the  year,  but  that  was  only  his  opinion  and 
not  in  any  sense  a  proof. 

As  has  been  well  said,  "The  opinion  is  still  largely 
prevalent  that  an  auditor  is  merely  an  expert  book- 
keeper, and  that  his  duties  consist  mainly  of  writing 
up  and  balancing  books  of  account,  and  checking  the 
arithmetical  accuracy  of  the  figures  in  statements  of 
earnings  or  balance  sheets,  and  yet  such  duties,  with 
the  qualifications  necessary  therefor,  form  only  a  small 
fraction  of  those  required  of  the  successful  practicing 
public  accoimtant.  His  services  are  mainly  of  value 
in  relation  to  problems  involving  a  thorough  knowledge 
of  the  principles  of  commerce,  finance  and  law,  and  in 
the  application  of  these  principles  to  any  given  series 
of  facts  disclosed  by  the  examination,  not  only  of  the 
books  of  account,  but  of  the  original  transactions  which 
these  books  should  record.     In  other  words,  the  public 
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accountant  is  a  skilled  investigator  who  is  continually 
applying  his  wide  training  and  experience  to  the  ascer- 
taimnent  of  facts  from  any  material  to  which  he  can 
obtain  access,  while  the  bookkeeper  merely  ascertains 
»uch  facts  as  may  be  recorded  in  his  books,  or  records 
in  his  books  such  facts  as  have  been  ascertained  for  him 
by  others." 

8.  Training  and  education  of  the  auditor. — If  this 
is  the  correct  view  to  take  of  the  work  of  the  auditor, 
it  is  evident  that  he  must  in  some  way  make  himself 
acquainted  with  the  underlying  principles  of  account- 
ing; in  other  words,  that  he  must  obtain  an  accounting 
education.  In  the  minds  of  some  business  men  there 
is  a  prejudice  against  those  who  have  received  an  aca- 
demic training,  on  the  ground  that  they  are  liable  to  be 
nothing  more  than  theorists.  Such  men  claim  that  the 
only  way  to  educate  a  business  man  is  by  practical  ex- 
perience. This  prejudice  has  been  obliged  to  yield  in 
favor  of  the  university  graduate  in  mechanical  and 
electrical  engineering  and  similar  lines,  in  consequence 
of  the  excellent  record  made  by  those  who  liave  ac- 
quired in  the  universities  the  theoretical  knowledge  that 
has  enabled  them  to  do  better  practical  work,  because 
they  were  doing  that  work  intelligently.  The  preju- 
dice still  lingers  in  regard  to  office  work  in  general,  and 
is  caused  partly  by  ignorance  on  the  part  of  employers 
as  to  the  real  work  that  should  be  done  by  their  ac- 
counting force,  and  partly  from  the  lack  of  an  ade- 
quate idea  as  to  what  real  education  means.  If  by 
education  we  mean  the  cramming  of  a  pupil's  mind 
with  facts  or  rules  without  any  true  conception  of  their 
meaning  or  of  the  relations  in  which  they  stand  to  each 
other,  it  is  perfectly  safe  to  say  that  it  is  a  waste  of  time. 
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This  kind  of  an  education  fits  a  man  for  a  certain 
groove  in  which  he  moves  in  a  monotonous,  routine 
way,  a  mere  piece  of  mechanical  machinery,  incapable 
of  independent  thought  or  action.  Any  idea  of  pos- 
sible improvement  in  methods  is  entirely  foreign  to  his 
mind.  If  confronted  with  a  new  condition  to  which  his 
rules  do  not  apply,  he  is  helpless  and  liable  to  make 
mistakes  that  may  be  disastrous,  because  his  action  is 
based  on  insufficient  knowledge  of  the  f  oimdation  prin- 
ciples underlying  all  work  whether  mechanical  or 
mental. 

True  education  teaches  the  pupil  to  imderstand  these 
foundation  principles  and  to  do  his  work  intelligently, 
because  he  knows  why  he  does  certain  things  in  a  cer- 
tain  way.  He  is  not  content  with  the  answer  given  by 
a  teacher  in  a  so-called  business  school,  when  asked  the 
reason  for  a  particular  entry  on  the  books :  "You  must 
make  it  that  way  because  that  is  the  right  way  to  make 
it."  The  man  who  handles  his  accounts  or  his  ma- 
chinery on  this  principle  will  be  able  to  drift  along 
successfully  as  long  as  everything  is  normal,  but  he  is 
in  serious  trouble  when  emergencies  arise  that  require 
intelligent  action. 

It  is  not  pretended  by  the  advocates  of  higher  edu- 
cation that  a  man  may  attend  a  technical  school,  whether 
of  engineering  or  of  business,  and  by  obtaining  a  certain 
number  of  credits,  become  by  that  fact  alone  a  compe- 
tent practical  engineer  or  a  thoroughly  equipped  bus- 
iness man.  But  it  is  contended  that  the  graduate  of 
such  a  school,  if  he  has  made  fairly  good  use  of  his 
time,  will  be  in  a  position  to  make  better  use  of  the  prac- 
tical experience  that  comes  to  him,  than  can  the  man 
who  has  no  grounding  in  fundamental  scientific  prin- 
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dpk%  to  guide  him  in  understanding  the  problems  that 
be  M  eatfed  upon  to  solve;  and  the  facts  are  all  in  favor 
^4  the  troth  of  the  contention. 

The  analytical  faculty  is  more  fully  developed  in 
¥fnw  ptrmmB  than  in  others.  Some  minds  seem  to  be 
m  fnnhufifed  that  they  seize,  as  by  intuition,  on  the  sa- 
lient priints  of  any  subjects  presented  to  them,  while 
iA\u^f%  have  to  reach  them  by  a  slow  and  laborious  proc- 
am  of  reasoning.  There  may  be  some  who  are  so  con- 
iditut/;^!  that  they  can  never  develop  the  faculty  at  all, 
juf^t  M  \here  are  said  to  be  those  who  cannot  be  taught 
the  sirnpleiit  prindples  of  arithmetic.  It  is  safe  to  say 
that  if  any  of  this  class  exist,  they  are  wasting  their 
time  in  trying  to  acquire  any  real  knowledge  of  ac- 
counting jirinciples.  The  ordinary  man,  however,  can 
be  taught  to  reason,  and  by  practice  can  learn  to  reason 
quickly  and  accurately.  He  can  accustom  himself  to 
study  any  given  question  thoroughly,  so  as  to  grasp 
all  its  essential  features,  before  he  attempts  to  find  its 
answer  and  then  to  cover  each  point  with  due  refer- 
ence to  each  other,  so  that  the  result  will  "true  up"  to 
all  the  ciuuHtions. 

This  power  of  grasping  all  the  elements  of  any  prob- 
lem is  largely  a  cpjcstion  of  the  right  use  of  the  imagi- 
nation, which  is  only  another  way  of  saying  that  one 
mu«t  have  before  one's  mind  a  correct  image  oi  the 
whole  problem,  ho  that  no  part  will  be  overlooked  while 
the  tttU^nlion  in  concentrated  on  some  other  part. 

Dff  llcinry  Van  Dyke  aptly  summarized  this  whole 
maitiT  w\wn  ht*  naid,  "The  chief  benefit  that  a  good 
studrni  imy  U^i  In  a  gcKxl  college  is  not  a  definite  amount 
of  (ir^r^r^k  und  Liitin,  inalheniatics  and  chemistry,  bot- 
any Mu\  t^'^Milo^'yi  hiiiiory  and  logic,  though  this  in  itself 
U  himmIi     HmI  fur  \H:*iUr  \h  the  ])ower  to  apprehend  and 
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distingiiish,  to  weigh  evidence  and  interpret  facts,  to 
think  clearly,  to  infer  carefully  and  to  imagine  vividly." 
4.  Auditing  is  more  than  bookkeeping. — ^Account- 
ing propositions  may  be  divided  into  two  classes,  which 
have  been  defined  as  follows : 

(1)  Bookkeeping,  which  deals  with  the  correct 
method  of  recording  any  given  set  of  facts,  and  with 
the  correct  mechanical  interpretation  of  the  facts  which 
have  been  so  recorded. 

(2)  Auditing  or  accoimting,  which  deals  with  the 
more  difficult  and  important  problem  of  ascertaining, 
upon  a  proper  interpretation  of  legal  and  other  docu- 
ments, and  upon  soimd  commercial  or  financial  princi- 
ples, the  actual  facts  which  have  to  be  or  should  have 
been  recorded  in  the  books. 

Since  the  auditor  must  deal  with  the  books  kept  by 
the  bookkeeper,  it  follows  that  he  must  be  himself  a 
good  bookkeeper,  in  order  to  imderstand  the  accoimts, 
while  the  bookkeeper,  however  excellent  he  may  be  in 
his  limited  sphere,  may  not  be  an  accountant,  nor  indeed 
be  capable  of  becoming  one. 

The  successful  auditor  is  not  necessarily  an  expert 
arithmetician;  that  is,  he  does  not  need  to  be  rapid  in 
addition  and  other  mathematical  processes,  unless  his 
business  is  so  limited  that  he  expects  to  do  all  of  it  him- 
self. If  he  is  accurate  and  fairly  quick,  it  is  usually 
sufficient,  as  he  can  hire  yoimger  men  to  do  the  routine 
work  much  more  cheaply  than  he  can  do  it  himself.  Even 
if  he  is  competent  to  do  this  routine  work,  his  time  should 
be  too  valuable  to  throw  away  on  it. 


5.  Three  in  number. — All  the  authorities  agree  that 
the  objects  of  an  audit  are  three  in  number,  the  detec- 
tion of  fraud,  the  verification  of  the  mechanical  accu- 
racy of  the  accounts  and  the  discovery  of  errors  of  prin- 
ciple. In  view  of  the  great  development  in  recent  years 
of  the  science  of  accounting,  it  would  seem  as  if  it  were 
time  to  add  to  these  time-honored  objects  a  fourth, 
namely,  to  ascertain  in  what  ways  the  accounts  can  be 
improved  to  bring  out  more  clearly  the  information 
which  they  contain,  so  that  it  can  be  used  as  a  guide  to 
future  action. 

Of  these  elements  of  the  auditor's  work  the  verifica- 
tion of  the  mechanical  accuracy  of  the  accounts  is  the 
least  important  and  requires  no  more  technical  knowl- 
edge than  is  possessed  by  any  fairly  good  bookkeeper. 
It  may  be  said  to  be  incidentally  essential,  as  the  state- 
ments on  which  the  auditor's  conclusions  are  based  must 
necessarily  be  correct  to  start  with.  As  a  rule,  fraud 
will  imply  errors  in  principle  and  in  mechanical  accu- 
racy, since  it  can  be  covered  up  only  by  violating  the 
laws  of  accoimtancy  in  both  these  respects. 

The  word  "fraud"  as  here  used  covers  not  only  cases 
of  actual  defalcation  and  embezzlement,  but  also  the 
inaccurate  statements  that  may  be  made  of  the  condi- 
tions of  a  business  by  a  person  who  possibly  may  not  be 
intending  to  deceive,  but  whose  desire  to  make  a  good 
showing  may  cause  him  to  view  the  situation  in  a  more 
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hopeful  light  than  would  an  absolutely  disinterested 
person,  or  who  may  be  so  ignorant  of  the  true  principles 
of  accounting  as  to  ignore  items  of  liability  that  should 
be  included  in  the  balance  sheet. 

In  the  detection  of  fraud  we  have  to  be  on  our  guard 
against  every  variety  of  manipulation  of  the  accounts, 
but  there  is  one  peculiarity  about  almost  all  fraudulent 
sets  of  books.  Wliatever  the  metliod  adopted  to  con- 
ceal one  wrong  entry,  it  is  almost  sure  to  be  the  same 
in  regard  to  all  others.  This  arises  from  two  causes, 
a  desire  to  simplify  the  work  of  keeping  up  the  defalca- 
tion and  a  fear  of  trj-ing  a  new  method  of  concealing 
it  when  one  has  already  proved  so  far  successful.  The 
history  of  all  such  cases  is  usually  about  the  same.  A 
temporary  need  arises  for  money,  either  on  account  of 
losses  in  gambling  or  speculation,  or  from  some  un- 
usually insistent  creditor  who  threatens  to  make  trou- 
ble if  his  bill  is  not  paid.  The  young  man  borrows  the 
money  from  the  cash  drawer  with  the  firm  intention  of 
replacing  it  when  his  luck  turns  or  he  has  been  able  to 
save  the  amount  from  his  salary.  In  order  to  carry  it 
temporarily  he  makes  a  false  entry  to  conceal  it  and 
finding  that  this  is  not  discovered  it  is  easy  for  him  to 
repeat  the  operation  every  time  he  needs,  or  thinks  he 
needs,  more  money,  becoming  more  desperate  with  each 
increase  of  the  amount,  plunging  deeper  and  deeper 
into  gambling  or  speculation  in  hopes  of  making  suffi- 
cient winnings  to  cover  tlie  whole  shortage,  until  the 
amount  becomes  so  large  that  even  the  most  careless 
employer  is  sure  to  suspect  something  and  begin  an  in- 
vestigation. This  is  tlie  history-  of  nearly  all  cases  that 
are  discovered.  It  sometimes  happens  that  the  man 
becomes  frightened  after  the  first  few  steps  have  been 
taken,   makes   extraordinary    efforts   and   repays   the 
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money.  How  many  such  cases  there  may  be  there  is  no 
way  to  ascertain.  The  accountant  naturally  knows 
more  about  the  ones  where  the  money  is  irretrievably 
lost,  but  it  is  safe  to  say  where  the  money  is  lost  in 
gambling  or  speculation  it  is  never  replaced  pe> 
manently. 

The  gradual  nature  of  the  progress  of  fraudulent 
entries,  the  insidious  character  of  the  temptation  to 
which  even  the  most  honest  is  subjected  is  a  strong  ar- 
gument in  favor  of  the  periodic  audit.  No  man  knows 
to  what  extent  he  can  resist  temptation  when  perhaps 
some  emergency  such  as  long-continued  sickness  in  his 
family  develops  a  desperate  need  for  ready  money. 
The  best  safeguard  that  a  naturally  honest  but  weak 
man  can  have  is  the  knowledge  that  in  a  few  weeks  his 
work  will  be  scrutinized  by  some  one  who  will  be  sure 
to  notice  any  irregularity. 

6.  Detection  of  fraud. — In  an  investigation  for  fraud 
where  it  is  as  yet  only  suspected,  but  not  discovered, 
the  auditor  must  study  the  whole  system  of  accounts  in 
order  to  locate  tiie  weak  spots,  trying  to  see  where  he 
could  take  advantage  of  them  if  he  were  in  the  book- 
keeper's place  and  wished  to  avail  himself  of  any  op- 
portunity to  abstract  money  with  the  least  chance  of 
discovery.  It  is  only  in  the  crudest  cases  that  the 
shortage  is  apparently  covered  by  forcing  the  addition 
of  the  cash  book.  This  is  too  dangerous,  for  someone 
might  take  a  notion  to  go  over  the  addition  and  discover 
the  fraud.  To  aid  in  locating  the  more  ingenious  frauds 
we  must  study  the  various  accounts  in  order  to  see 
whether  there  is  not  some  one  that  is  abnormally  large 
or  small,  for  as  we  have  said  the  fraud  is  usually  con- 
fined to  one  line.  For  instance,  in  a  savings  bank  that 
had  twenty  ledgers  of  five  hundred  pages  each,  the  aver- 
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age  of  the  total  balances  per  ledger  was  about  $75,000.00, 
but  the  twelfth  ledger  had  less  than  $40,000.00.  Of 
course  this  might  have  been  correct,  but  it  was  suffi- 
ciently strange  that  nineteen  books  should  be  so  nearly 
alike,  while  one  was  so  far  away  from  the  normal,  as  to 
put  the  examining  accountant  on  notice,  as  the  lawyers 
say,  with  the  result  that  he  discovered  a  defalcation  of 
about  $30,000.00.  This  case  also  illustrates  a  pecul- 
iarity of  the  ordinary  defaulter,  the  leaving  behind  him 
of  traces  that  can  easily  be  followed  when  his  system 
is  once  grasped.  As  usual  the  accounts  were  known  by 
numbers.  In  looking  over  the  teller's  blotter,  the  ac- 
countant noticed  that  certain  numbers  were  underlined, 
then  that  they  were  always  one  of  two  numbers  con- 
stantly repeated  and  that  the  drafts  that  were  supposed 
to  have  been  made  against  these  two  accounts  were  al- 
ways for  round  amounts  from  one  hundred  to  one  thou- 
sand dollars.  Turning  up  the  pages  corresponding  to 
these  numbers  he  found  them  blank  as  to  the  under- 
scored items.  Adding  up  the  underscored  items  as  far 
as  he  found  them  to  extend,  he  found  that  they  made  up 
the  amount  necessary  to  balance  the  ledger.  The  de- 
faulter had  confined  his  wrong  entries  to  one  ledger  in- 
stead of  scattering  them  among  them  all,  where  they 
would  be  less  hkely  to  be  noticed,  and  had  marked  every 
fraudulent  entry  in  a  distinctive  way.  His  doing  so 
arose  from  a  wish  to  keep  the  whole  thing  in  as  com- 
pact shape  as  possible,  so  that  he  could  keep  track  of 
it  himself. 

When  the  auditor  finds  peculiar  conditions  such  as 
these,  his  first  thought  must  he;  why  are  they  here?  It 
may  be  that  there  is  a  legitimate  reason  for  their  ex- 
istence and  he  must  not  be  content  until  he  has  ana- 
lyzed the  whole  situation  and  satisfied  himself  as  to  their 


correctness.  The  most  suspicious  entries-  may  be  sus- 
ceptible of  completely  satisfactory  explanation.  An 
aceountant,  not  of  the  highest  rank,  was  once  engaged 
in  ascertaining  whether  the  stock  of  a  certain  company 
had  been  fully  paid  up  out  of  accumulated  profits,  as 
the  books  seemed  to  show.  He  found  one  entry  credit- 
ing profit  and  loss  and  charging  plant  and  machinery 
with  a  very  considerable  sum.  It  looked  like  a  purely 
forced  entry,  and  as  the  manager  was  a  friend  of  his,  he 
refused  to  go  on  with  the  investigation,  as  he  did  not 
wish  to  make  a  report  reflecting  on  the  honesty  of  the 
transaction.  Other  accountants  were  sent  for,  who  be- 
came equally  suspicious  of  this  particular  entry,  but 
they  went  more  thoroughly  into  the  aff'air  and  discovered 
a  number  of  items  charged  to  expense  and  subsequently 
to  profit  and  loss  that  were  legitimately  plant  and  ma- 
chinery. The  final  inventory  of  the  plant  and  ma- 
chinery showed  that  this  amomit  was  necessary  to  bring 
the  account  up  to  the  actual  value  on  hand  and  that  ; 
the  entry  was  correct  if  tlic  inventory  was.  As  the  in-  ' 
ventory  was  undisputed,  the  accountants  reported  that  I 
the  profit  and  loss  account  was  correct  and  that  the 
capital  had  been  legitimately  paid  up  out  of  profits  ac- 
tually earned.  The  first  accountant  had  not  gone  deep 
enough  to  get  below  the  surface  and  ascertain  the  why 
of  tile  entrj'  in  question. 

7.  Errors  in  mechanical  accuracy. — While  errors  in 
mechanical  accuracy  are  frequently  caused  by  the  ex- 
istence of  fraud,  they  are  not  necessarily  a  sign  of  any- 
thing worse  than  carelessness  or  mcompetency,  and 
sometimes  of  too  hurried  work,  in  consequence  of  the 
fact  that  the  bookkeeper  has  too  much  to  do. 
'  The  fact  that  the  books  are  in  balance  is  no  certain 
sign  that  they  are  correct,  although  tliat  is  often  used 
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by  emplojrers  as  a  reason  for  not  having  an  audit  made. 
'Eyery  bookkeeper  of  any  experience  has  known  cases 
where  the  trial  balance  was  apparently  correct,  and  yet 
where  there  were  counter  errors  that  had  neutralized 
ead  otiier. 

When  there  is  a  very  small  error  in  a  trial  balance  it 
is  often  the  practice  to  write  it  off  as  too  insignificant 
to  bother  with,  and  this  is  often  advised  bv  the  head  of 
the  cdSce.  But  unless  every  item  has  been  carefully 
checked  back  at  least  twice,  it  is  dangerous  to  do  this, 
besides  being  very  unbusinesslike.  It  is  not  uncommon 
to  have  an  error  of  a  few  cents  develop  into  errors  of 
hundreds  of  dollars  before  the  thorough  checking  is  fin- 
ished. 

The  surest  way  of  discovering  an  error  in  a  trial  bal- 
ance is  by  the  method  of  abstracting  the  accounts.  But 
since  there  may  be  too  many  accounts  to  be  verified  to 
allow  of  each  one  being  treated  separately,  the  ledger 
may  be  divided  into  blocks  of  fifty,  one  hundred  or  two 
hundred  pages  each,  according  to  circumstances,  pro- 
vided the  bookkeeper  is  accurate  in  putting  in  his  post- 
ing folio  numbers.  With  a  columnar  sheet  before  you, 
post  from  the  books  of  original  entry  to  the  respective 
colimtms  by  blocks,  keeping  the  postings  from  each  book 
separate  from  the  others.  In  this  way  the  footings  of 
the  books  of  original  entry  are  proved  by  adding  the 
totals  of  the  items  posted  from  each  book  and  compar- 
ing with  the  totals  of  that  book,  and  the  balances  of 
each  block  are  proved  by  starting  with  the  original  net 
balance  of  the  block,  adding  or  deducting  the  debits  and 
credits  for  that  block  and  comparing  with  the  net  total 
of  the  balances  at  the  end  of  the  month  or  other  period 
under  review.  Each  block  that  proves  out  is  eliminated, 
and  only  the  part  of  the  work  need  be  checked  that  is 
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comprised  in  the  block  in  which  a  discrepancy  Is  dis- 
covered. When  the  bookkeeper  has  already  checked 
back  his  work  twice  without  locating  his  error,  it  is  al- 
most useless  to  check  it  over  again,  for  the  error,  under 
such  circumstances,  is  usually  one  that  will  be  repeated 
over  and  over  again.  The  independent  posting  is  a 
slower  process  but  it  is  absolutely  certain  to  locate  tht 
error  in  the  end.  Many  bookkeepers  adopt  the  plan  of 
posting  to  such  an  analytical  sheet  for  all  their  work,- 
so  as  to  have  a  test  ready-made  for  the  trial  balance  when 
it  is  taken  oflF,  claiming  that  tlie  ease  with  which  an  error 
is  found  more  than  compensates  for  the  trouble  of  the 
double  posting  during  the  month.  This  is  called  " 
verse  posting,"  as  the  process  consists  of  posting  first  to 
the  ledger  and  then  back  again  to  the  sheet. 

Occasionally  the  professional  accountant  is  asked  tq 
undertake  the  finding  of  honest  errors  in  the  mechanical 
work  caused  by  carelessness  or  incompetency,  but  h( 
always  avoids  such  employment  if  he  can,  because  it  ii 
purely  mechanical  in  its  nature  and  he  realizes  that  hii 
client  cannot  afford  to  pay  professional  fees  for  a  servio 
of  this  character,  unless  the  case  is  exceptional,  or  theri 
is  reason  to  fear  that  the  errors  are  not  as  honest  a 
they  seem. 

As  a  rule,  the  auditor  requires  that  the  books  b 
brought  into  balance  before  he  enters  upon  his  dutiel 
This  is  especially  true  when  the  audit  is  periodical  am 
for  a  fixed  fee,  as  it  is  not  fair  to  ask  him  to  trace  and 
correct  errors  of  the  bookkeeper.  If  he  good-naturedl] 
does  it  for  a  few  times  he  is  ajit  to  find  that  the  boo] 
keeper  will  develop  a  habit  of  leaving  the  errors  wi1 
out  looking  for  them,  as  the  auditor  will  be  sure  i 
find  them  anyway. 

8.  Errors  in  principle. — It  is  when  the  auditor  dii 
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covers  errors  in  the  principle  that  his  best  work  is  called 
for  and  his  greatest  troubles  begin.  They  very  fre- 
quently arise  from  honest  ignorance,  but  are  also  fre- 
quently caused  by  the  desire  to  make  as  good  a  showing 
as  possible  in  the  operation  of  the  business.  In  either 
case  it  is  a  difficult  thing  to  show  the  office  manager 
that  his  course  is  a  wrong  one.  If  the  error  arises  from 
an  honest  lack  of  knowledge  it  is  usually  accompanied  by 
a  total  incapacity  to  understand  the  true  principle  in- 
volved. If  the  cause  is  a  desire  to  swell  the  apparent 
profits  the  auditor  is  handicapped  by  the  unwillingness 
of  the  manager  to  give  up  the  practice,  as  his  doing  so 
may  materially  reduce  the  showing  of  the  current  year 
when  compared  with  previous  ones  in  which  the  error 
existed.  And  yet  it  is  verj'  important,  in  fact  impera- 
tive, that  correct  ideas  should  be  held  in  all  matters 
affecting  the  calculation  of  the  profits.  Failure  prop- 
erly to  discriminate  between  apparent  and  real  profits 
has  often  led  men  to  take  steps  that  have  eventually 
brought  disaster. 

It  is  well  to  understand  thoroughly  that  any  state-  I 

ttient  of  the  profits  of  a  business  is  only  an  estimate 

•-intil  the  business  has  been  wound  up.     This  arises  from 

tfce  fact  that  the  profits  depend  on  the  value  of  the  assets 

^s  shown  in  the  balance  sheet,  which  value  may  not 

1  **e  eventually  realized.     Any  reduction  in  it  would  have 

^o  be  pro\'ided  for  out  of  profits,  which  would  be  re- 

[*^uced  to  that  extent.     It  is,  therefore,  extremely  im- 

kt*Jrtant  that  the  greatest  care  be  exercised  in  scruti- 

I  *^izing  al!  asset  accounts  with  a  view  to  determining 

1   'Whether  they  are  carried  on  the  books  at  a  figure  which 

I    "they  can  reasonably  be  considered  worth. 

There  are  many  ways  of  reaching  an  erroneous  re- 
sult in  calculating  the  profits  of  any  given  period,  some 
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of  wliich  are  almost  too  false  on  their  face  to  deserve 
mention,  but  others  have  an  insidious  character  that 
is  very  apt  to  deceive,  owing  largely  to  the  different 
methods  of  figuring  on  the  cost  of  goods.  As  the  in- 
ventory is  the  basis  of  all  profit  figuring  it  is  there  that 
we  are  most  apt  to  find  errors  that  may  lead  to  false 
results.  Closely  allied  to  these  errors  is  that  of  calcu- 
lating on  profits  before  they  are  realized,  even  to  the 
extent  of  paying  dividends  that  exist  only  on  paper. 
A  similar  error  may  arise  from  the  method  of  treating 
losses  from  bad  debts.  It  is  a  very  common  thing  to 
find  these  charged  to  a  suspense  account  which  is  still 
carried  on  the  balance  sheet  as  an  asset  and  therefore 
is  included  in  the  profits.  Many  a  business  man  prides 
himself  on  his  conservatism  in  promptly  charging  past 
due  accounts  to  suspense  and  it  is  very  difficult  some- 
times to  show  him  that  he  has  changed  only  the  name  of 
the  account  and  has  not  in  any  way  altered  its  nature 
as  an  asset,  unless  he  has  at  the  same  time  opened  a 
contingent  reserve  account  on  the  other  side  of  the 
ledger. 

It  is  proposed  to  treat  of  these  and  other  errors  as 
they  are  reached  in  discussing  the  different  phases  of 
accounting  involved  in  the  conduct  of  an  audit. 


CHAPTER  III 

AUDITING  SINGLE  ENTRY  ACCOUNTS 

9.  Vouchers  and  invoices  aU-^mportant. — A  single- 
entry  set  of  accounts  is  one  in  which  only  one  entry 
is  made  for  any  transaction  and  is  really  not  entitled 
to  be  caUed  a  set  of  accounts  at  all.  Xo  attempt  is 
made  to  reach  a  balance  in  anything  but  the  cash-book, 
no  accounts  being  kept  with  any  assets  or  liabilities  ex- 
cept memorandum  accounts  with  debtors  and  creditors. 
For  this  reason  it  is  usually  said  that  it  concerns  itself 
cmly  with  the  personal  accounts.  It  is  not  necessary 
to  keep  a  regular  ledger  account  even  with  these.  If 
a  duplicate  invoice  is  made  for  each  sale,  all  the  invoices 
can  be  filed  alphabetically.  When  one  is  paid  it  is 
marked  with  the  date  of  payment  and  transferred  to 
a  paid  file.  Those  remaining  in  the  unpaid  file  would 
represent  the  accounts  receivable  just  as  truly  as  if 
they  were  entered  in  a  ledger.  A  similar  treatment  of 
invoices  received  from  creditors  would  take  care  of  the 
accounts  payable.  The  cash-book  is  a  mere  record  of 
receipts  and  disbin-sements,  no  distinction  being  made 
in  regard  to  their  character.  The  purchase  of  a  boiler, 
which  is  an  asset,  is  treated  in  the  same  way  as  the 
purchase  of  coal,  which  is  an  expense.  A  certain 
amount  of  cash  is  accounted  for  in  either  case,  and  that 
is  as  far  as  the  accounts  go.  Naturally  it  is  di£Scult 
to  make  an  audit  of  such  accounts  further  than  to  see 
that  a  proper  voucher  is  on  hand  for  each  item  of  the 

If  a  proper  invoice  is  made  for  each 
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sale,  approved  by  the  shipping  clerk,  it  is  also  possible 
to  check  up  the  cash  sale  and  accounts  receivable  en- 
tries to  see  that  all  the  goods  that  have  left  the  house 
have  been  accounted  for. 

A  statement  of  the  net  profit  of  the  business  for  a 
given  year  may  be  made  by  ascertaining  the  net  worth 
at  the  beginning  of  the  year,  that  is,  the  total  assets  on 
hand,  including  customers'  accounts,  less  the  total  of 
the  amounts  due  to  creditors.  The  difference  between 
this  net  worth  and  that  at  the  end  of  the  year,  made  up 
in  a  similar  mamier,  would  be  the  profit  or  loss  of  the 
year,  if  the  proprietor  had  not  drawn  out  any  money 
during  the  year.  If  he  has,  the  amount  of  such  draw- 
ings must  be  first  deducted  from  the  net  worth  in  the 
beginning,  the  supposition  being  that  he  has  used  part 
of  his  original  capital  and  allowed  the  profits  of  the  year 
to  accimiulate.  Of  course,  it  will  amount  to  the  same 
thing  if  his  drawings  are  added  to  the  net  diff'erence, 
the  supposition  theri  being  that  he  has  drawn  out  profits 
as  they  accrued  from  time  to  time. 

When  the  auditor  has  prepared  such  a  statement  of 
profits  and  a  corresponding  table  of  assets  and  liabil- 
ities, he  has  done  all  that  he  can  do,  in  showing  the 
total  net  profits  and  present  net  worth.  But  he  has 
no  way  to  show  how  the  profits  were  made,  nor  can  he 
make  any  comparative  tables  showing  the  different 
elements  of  cost  and  gross  profits  in  two  or  more  con- 
secutive years  so  as  to  account  for  any  increase  or  de- 
crease in  the  net  results. 

It  is  true  that  an  auditor  can  prepare  a  proper  set  of 
accounts  from  single-entry  books  by  going  over  them 
in  detail  and  posting  tlie  various  items  to  the  correct 
accounts  on  his  own  sheets.  If  he  does  this,  he  can 
draw  off  a  trial  balance  at  the  end  of  the  year,  and  pre- 
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pare  a.  proper  balance  slieet,  neither  of  which  is  possible 
from  the  accounts  as  they  originally  stood.  But  the 
auditor,  in  doing  this,  has  rewritten  the  books  in  double 
entry  and  has  entirely  destroyed  ail  the  single-entry 
characteristics,  and  it  is  incorrect  to  say  that  he  has 
made  a  trial  balance  of  the  single-entry  hooks. 

10.  Single  entry  useful  in  some  kinds  of  business. — 
While  such  a  system  of  accounts  would  not  serve  the 
purposes  of  any  business  which  is  at  all  of  a  complicated 
nature,  it  is  a  mistake  to  say  that  it  can  never  be  useful. 
A  small  retail  dealer  who  does  business  almost,  if  not 
entirely,  for  cash,  can  just  as  readily  obtain  all  the 
information  he  needs  in  this  way,  as  he  could  if  he  kept 
an  elaborate  double-entry  set  of  books.  This  is  equally 
true  of  those  whose  transactions  are  limited  to  the  real- 
ization of  definite  assets  and  the  Uquidation  of  definite 
liabilities,  sucli  as  would  be  tlie  case  with  executors  and 
receivers,  unless  tlieir  duties  are  complicated  by  the 
necessity  of  continuing  the  business  of  a  testator  or  an 
insolvent.  All  that  it  is  necessary  for  them  to  do  is 
to  prepare  a  proper  inventory  for  the  court  showing 
the  assets  in  their  possession  and  the  claims  that  have 
been  filed  against  them.  A  cash  account  showing  in 
detail  how  they  have  collected  the  assets  and  have  dis- 
tributed the  proceeds  among  heirs  or  creditors  can  easily 
be  checked  against  the  original  inventory.  If  the  au- 
ditor does  this,  he  can  prove  the  accuracy  of  tlie  accounts 
just  as  well  as  if  a  complete  double-entry  set  of  books 
had  been  kept.  He  must,  of  course,  be  careful  to  see 
that  any  interest,  dividends  or  rents  that  should  have 
been  received  are  duly  accoimted  for. 

A  produce  commission  merchant  can  use  equally 
simple  methods.  All  he  needs  is  a  book  ruled  with 
«»lumns  for  the  name  and  address  of  the  shipper,  de- 


scription  of  the  goods  received,  the  party  to  whom  sold, 
the  price  realized,  the  commission  charged,  the  net 
amount  remitted  and  the  number  of  the  check  sent.  As 
he  remits  at  the  close  of  each  day,  the  transactions  are 
all  expressed  by  the  cash  received  and  paid.  If  he 
hanJIes  articles  that  are  not  quickly  perishable  and  that 
tan  be  carried  over  the  day  of  receipt,  he  would  natu- 
waUy  find  the  purely  cash,  single-entry  system  in- 
•■ieqiiate. 

lii  tlic  same  way  a  renting  agent  can  keep  the 
MMplest  kind  of  accoxmts,  as  he  needs  only  to  have  a 
ntdrToil  of  the  tenants  and  a  cash-book  to  record  his 
Wttipti  and  disbursements.  Tlie  rent-roll  is  a  mere 
■WMiDiiiiliiiii  register  to  show  which  tenants  have  paid, 
IW  ttaimient  to  the  owner  consists  only  of  a  list  of 
ttr  Koto  received,  with  the  expenses  paid  out  on  ac- 
t  of  fbe  property,  and  if  a  copy  is  kept,  it  is  a 
t  record  since  each  owner's  account  is  supposed 
to  he  ekfttd  by  a  check  to  balance  with  each  statement. 

It  muni  ntfi  be  understood  that  this  simple  way  of 
keeping  the  thtn-c  classes  of  accounts  is  always  to  be 
neeoaifDended.  In  fact  it  is  usually  better  to  open  a 
ttgttll»r  doubk-entry  set  of  hooks.  The  idea  sought 
b>  be  eoareytd  h  that  they  may  be  kept  in  this  way  and 
tfaftt  the  fonn  of  statement  necessary  may  be  made  up 
tnm  nchwJuIci  and  the  single-entry  set  of  books  just 
M  well  u  from  a  iK't  that  is  more  elaborate  in  method. 

11.  Objection  to  tingle  entry. — The  great  objection 
to  tbi*  fyrtem,  if  it  can  be  dignified  with  the  name  of 
ffctnUt  U  that  there  Is  no  way  to  prove  the  accuracy 
of  Ibe  awwinti,  except  by  going  over  all  the  work  again. 
Sinee  oo  itwii  balances  against  any  other,  there  is  no 
mmHM'iy  of  taking  off  a  trial  balance.  An  error,  in- 
I  w  otherwise,  will  not  be  discovered  except  bj 
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accident  or  after  a  systematic  search,  so  that  the  op- 
portunity is  great  for  serious  discrepancies,  as  in  the 
case  of  the  old-fashioned  merchant  who  was  surprised 
at  the  good  results  of  his  year's  business  and  had  spent 
a  considerable  sum  in  unwonted  extravagance  before 
he  discovered  that  he  had  added  up  the  year  of  our  Lord 
among  his  assets. 


DOUBLE  ENTRY 


12.  A  complex  business  demands  double  entry. — 
As  a  business  becomes  complex  and  ad%'ances  from  con- 
ditions that  are  based  almost  entirely  on  the  movements 
of  the  cash  to  those  in  which  time  becomes  an  element, 
or  in  which  it  is  necessary  to  take  cognizance  of  the 
varied  sources  of  profit  and  loss,  it  is  found  that  the 
single-entry  method  is  inadequate.  The  element  of 
time  appears  when  goods  are  no  longer  bought  and  sold 
for  cash,  but  on  tlie  basis  of  payment  in  the  future, 
when  recourse  must  be  had  to  open  accounts  receivable 
or  payable.  This  is  still  more  important  when  long- 
time bonds  are  issued.  It  now  becomes  necessary  to 
know  how  much  is  owing  to,  or  by  the  business  at  any 
time,  and  to  be  sure  that  the  figures  are  reliable. 

The  necessity  for  knowing  the  sources  of  the  profit 
or  loss  appears  when  the  processes  of  the  business  are 
complicated  by  division  into  departments,  whether  these 
are  only  the  prime  divisions  into  manufacturing,  selling 
and  administrative,  or  whether  these  are  again  subdi- 
vided to  cover  different  classes  of  goods  handled  or 
different  plants,  perhaps  widely  separated.  In  such  a 
business  it  is  absolutely  necessary  that  accurate  statistics 
be  kept  in  order  that  reliable  information  may  be  avail- 
able as  to  the  cost  of  the  different  processes  either  in 
a  general  way,  or  by  a  more  or  less  elalwrate  cost 
system,  so  that  by  comparison  bet^veen  different  plants 
or  the  same  plant  at  different  periods,  leaks  may  be'] 
S2 


located  or  economies  introduced  that  will  tend  to  the 
increase  of  net  profits,  which  are  the  end  and  aim  of  ail 
commercial  transactions. 

Not  only  must  this  information  be  obtainable,  it  must 
also  be  in  a  shape  that  will  admit  of  proof  of  its  ac- 
curacj',  by  the  assembling  of  the  figures  in  such  form 
BS  will  prove  that  no  error  has  been  made  in  their  prep- 
aration. This  can  be  done  only  by  a  system  of  double 
entry,  which,  as  we  shall  see,  demands  an  equivalent 
credit  for  every  debit,  and  vice  versa.  As  each  entry 
balances  against  some  other  entry,  the  total  of  all  the 
entries  must  also  balance,  that  is,  the  net  debits  and 
credits  of  all  the  accounts ;  in  other  words,  the  balances  on 
the  ledger  must  themselves  be  in  balance.  This  is 
shown  by  the  assembling  of  all  the  balances  in  a  table 
called  a  trial  balance,  in  which  the  total  of  the  debit 
balances  exactly  equals  the  total  of  the  credit  balances, 
thus  proving  the  accuracy  of  all  of  them. 

13.  Foundation  of  double  entry. — Therefore,  it  may 
be  said  that  double  entry  provides  for  the  keeping  of 
an  account  with  every  element  of  the  business :  not  only 
the  personal  accounts,  but  also  the  impersonal,  such  as 
merchandise,  the  various  expense  accounts  and  profit 
and  loss. 

The  foundation  of  the  double-entry  system  is  that 
•  every  debit  is  offset  by  an  equivalent  credit,  and  every 
credit  by  an  equivalent  debit;  in  other  words,  that  every 
entry  is  absolutely  and  without  exception  a  journal 
entrj'. 

A  great  many  rules  have  been  formulated  for  journal 
entries,  such  as: 

Debit  xchatever  comes  into  the  business  or  costs  the 
business  value;  credit  whatever  goes  out  of  the  business 
L  (tr  produces  value  for  it. 


Or  this: 
Credit  Debit 

Decrease  of  assets,  Increase  of  assets, 

Increase  of  liability.  Decrease  of  liability, 

Increase  of  proprietorship.  Decrease  of  proprietorship. 

Or: 

Debit  the  account  that  receives  the  benefit,  and  credit 
the  account  that  yields  the  benefit. 

These  rules  are  perfectly  correct  from  an  academic 
standpoint,  but  the  difficulty  is  to  remember  the  rule 
and  to  classify  the  entry  to  fit  it. 

It  is  claimed  by  some  that  an  easier  way  to  make  an 
entry  clear  is  to  personify  all  the  accounts,  by  saying  that 
Mr.  Merchandise  is  the  person  to  whom  is  committed 
the  custody  of  the  goods  in  which  we  deal,  and  Mr. 
Cash  the  person  to  whom  we  pay  or  from  whom  we  re- 
ceive the  cash  that  is  involved  in  our  transactions. 
This  becomes  a  little  too  complicated  for  most  persons 
when  an  attempt  is  made  to  explain  some  of  the  more 
intricate  entries,  especially  in  closing  tlie  books. 

These  and  many  other  examples  that  might  be  given 
of  the  attempts  to  explain  debit  and  credit,  show  to 
what  length  the  authorities  are  driven  in  order  to  form 
a  working  hypothesis  which  will  cover  all  the  points  of 
the  subject. 

14.  Debit  and  credit. — The  difficulty  seems  to  be  that 
they  all  start  with  a  wrong  idea  of  the  fundamental 
principles.  Thomas  Jones,  one  of  the  first  writers  on 
the  subject,  said: 

All  debits  are  not  sums  oving  to  us,  nor  arc  all  credits  sums 
we  owe.  These  terms  are  used  arbitrarily,  and  any  attempt  to 
exhibit  them  in  one  uniform  relation  of  indebtedness  must  necea- 
sarily  oblige  us  either  to  use  terms  of  corresponding  ambiguity, 
orresort  to  the  personification  of  things  which  not  only  have  no 
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existaiiee,  but  the  indebtedness  of  which  cannot  possibly  have 
any  apparent  infloence  on  the  end  we  aim  to  accomplish.  In 
penonal  accoonts  they  bear  a  literal  meaning;  and  by  analogy 
they  haTe  been  extended  to  all  other  accounts ;  but  the  relations 
which  constitute  that  analogy  are  too  obscure  to  be  of  use  as  a 
guide  to  the  student,  and  are  more  calculated  to  mystify  than 
explain  the  subject. 

Again,  Charles  £•  Sprague  says  that  bookkeepers 
call  ^aU  credit  balances,  liabilities,  although  they  know 
that  some  of  those  balances  are  not  liabilities.  Even 
admitting  that  there  is  fictitious  entity,  it  owes  nothing 
to  the  real  owners."  He  gives  as  the  basis  for  de- 
termining whether  an  item  is  a  debit  or  a  credit  six 
dassificaticms,  debit  expressing  an  increase  of  assets, 
a  decrease  of  liabilities  or  a  decrease  of  proprietorship, 
and  credit  the  three  opposites  of  these. 

It  would  seem  as  if  these  more  or  less  elaborate  at- 
tempts to  define  and  explain  debit  and  credit  would  be 
unnecessary,  if  we  could  find  some  method  ""to  exhibit 
them  in  one  uniform  relation  of  indebtedness"  which, 
as  we  have  seen,  JVfr.  Jones  says  cannot  be  done.  In 
other  words,  if  we  can  show  that  a  debit  is  always  some- 
thing due  to,  and  a  credit  always  something  due  from 
the  business,  the  problem  will  be  greatly  simplified. 

To  do  this  it  is  absolutely  necessary  to  discriminate 
between  the  business  and  the  proprietor  who  owns  it. 
In  speaking  of  this  view  of  the  matter  Mr.  Sprague 
says:  ''I  cannot  see  that  it  justifies  the  inclusion  of  pro- 
prietorship among  the  liabilities.  Surely  the  business 
does  not  stand  in  the  same  relationship  to  its  proprietors 
or  its  capitalists  as  to  its  'other'  liabilities." 

15.  Relation  of  hvMness  to  proprietor. — ^What  then 
is  the  relation  of  the  business  to  the  proprietor?  If 
A  invests  a  certain  sum  of  money  in  a  business  to  be 
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managed  by  B  under  the  name  of  B  &  Company,  tlie 
distinction  between  A,  the  proprietor,  and  B  &  Com- 
pany, the  business,  is  plain.  A  would  charge  B  &  Com- 
pany on  his  books,  and  it  would  be  hard  to  make  him 
understand  that  B  &  Company  did  not  owe  him  the 
money  represented  by  tliat  debit  balance.  It  is  true 
that  the  account  would  not  "stand  in  the  same  relation- 
ship" as  other  accounts  that  are  of  short  duration,  but 
that  would  not  change  its  character  as  a  debt.  But 
if  it  is  a  debt  on  A's  books,  what  magic  is  there  in  the 
word  "capital"  that  changes  its  nature  on  the  books  of 
B  &  Company,  except  to  classify  it  as  the  last  debt  to 
be  paid,  which  is  a  difference  in  degree  but  not  in  kind. 
If  this  is  agreed  to,  it  seems  equally  true  that  when  A 
invests  money  in  the  business  of  A  &  Company  which 
he  manages  himself,  he  is  acting  in  a  dual  capacity, 
as  A,  the  capitalist,  and  A  &  Company,  the  business. 
If  the  latter  business  goes  into  the  hands  of  a  receiver, 
all  that  is  left  when  the  "other"  liabilities  are  paid  would 
certainly  constitute  a  debt  of  the  receiver  to  A  and 
would  be  so  treated  and  paid.  The  fact  that  A  does 
not  get  any  payment  until  every  other  claim  is  satisfied 
does  not  alter  liis  status  any  more  than  the  status  of 
second  mortgage  bondholders  as  creditors  is  altered  by 
the  fact  that  there  may  be  only  a  partial  payment  to 
them  possible  after  the  first  mortgage  bonds  are  paid. 

If  the  capital  is  acknowledged  to  be  a  debt  of  the 
business,  our  next  concern  %vould  be  with  the  nominal 
accounts,  such  as  rent,  wages  and  expense.  That  these 
are  debts  due  to  the  business  by  the  proprietor  arises 
from  the  fact  that  the  business  is  managed  for  account 
of  the  proprietor,  who  must  eventually  pay  all  its  outgo 
and  receive  all  its  income.  AVhen  the  manager  has  ex-" 
pended  various  sums  for  rent,  wages,  etc..  he  is  entitled  I 
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to  present  a  bill  to  the  proprietor  as  an  indebtedness 
of  the  latter  to  the  business.  The  proprietor,  while 
acknowledging  the  indebtedness,  tells  the  manager  that, 
ance  the  actual  money  is  not  needed,  he  can  charge  the 
items  to  his  account,  but  for  statistical  reasons  to  do  so, 
not  in  one  general  account,  but  in  di£Ferent  ones,  such  as 
"proprietor  for  rent,"  "proprietor  for  wages"  and  so 
on.  The  manager,  for  the  sake  of  brevity,  drops  the 
name  of  the  proprietor  and  keeps  the  accounts  as  rent, 
wages,  etc.  When  the  gross  profits  are  ascertained  at 
the  close  of  the  fiscal  period  they  unquestionably  belong 
to,  are  owed  to,  the  proprietor,  and  the  profit  and  loss 
statement  is  simply  the  statement  of  the  proprietor's 
account  with  the  business  in  which,  as  in  every  other 
personal  account,  the  debits  and  credits  are  offset,  and 
only  the  balance  is  accounted  for.  That  this  balance 
is  really  a  debt  due  by  the  business  to  the  proprietor  is 
shown  by  the  fact  that  the  latter  can  demand  every 
cent  of  it  in  cash.  That  he  allows  it  to  be  added  to  his 
original  credit  in  a  personal  business,  or  in  the  case  of 
a  corporation  allows  it  to  be  credited  to  a  new  proprietor- 
ship account  called  surplus,  does  not  in  any  way  alter  its 
character  as  a  debt  of  the  business  to  him. 

In  the  personal  accounts,  any  item  for  which  payment 
can  be  demanded  from  any  person  is  a  debit,  any  item 
for  which  pa3mient  can  be  demanded  by  any  person  is 
a  credit.  In  the  impersonal,  or  nominal  accounts  any 
item  pa3mient  for  which  can  be  eventually  demanded 
from  the  proprietor  is  a  debit  and  any  item  for  which 
the  proprietor  can  demand  payment  is  a  credit.  No 
other  touchstone  seems  to  be  needed  to  determine  the 
true  natiu-e  of  any  item. 

The  most  severe  test  of  this  method  of  treating  this 
matter  would  probably  be  formulated  in  explaining  the 


asset  accounts,  and  yet  it  is  reasonable  to  say  that  if  the 
business  invests  money  in  a  building,  in  machinery  or 
in  material  for  the  account  of  the  proprietor,  the  latter 
must  owe  the  business  for  these  tilings.  If  a  reserve 
is  set  up  for  depreciation  on  building  or  machinery  it 
must  be  a  credit,  for  it  is  a  payment  due  the  iiroprietor 
for  the  use  of  the  building  or  machinerj',  representing 
the  loss  of  value  to  him  consequent  on  such  use. 

In  the  same  way  any  item  may  be  satisfactorily  ex- 
plained if  its  real  nature  is  ascertained.  It  does  not 
■cem  an  unreasonable  thing  to  reconmiend  the  adoption 
t}(  a  theory  which  can  be  applied  to  every  phase  of  a 
subject  and  fits  them  all. 

16,  Every  double  entry  a  journal  entry. — The  atate- 
mtiit  was  made  above  that  everj'  entry  in  a  double- 
ojtry  set  of  books  was  a  journal  entry  without  excep- 
tion. This  is  a  fundamental  rule  and  if  it  is  thoroughly 
ffraxpeii,  and  lived  up  to,  there  will  never  be  any  danger 
of  trrwr.  To  understand  it,  it  is  necessary  to  trace  the 
d'TViflz/pmeiit  of  bookkeeping  methods  from  the  very 
lutgimiing  of  the  double-entry  system. 

At  firjtt  the  journal  was,  what  its  name  implies,  a 
I  rfKy-Uxik.  Kach  transaction  was  separately  detailed 
\n  li,  in  journal  form.  Each  receipt  of  cash  was  rep- 
rtuenltii  by  an  entry  of  "Cash  to  A  B,"  "Cash  to  C  D," 
mill  Ml  on,  and  each  item  of  cash  was  posted  separately 
to  l\w  Iwlj^cr  account.  In  the  same  way  every  item 
(if  imlifo  WWK  debited  and  cash  credited. 

The  (I rut  hU'P  In  advance  was  the  assembling  of  similar 
tlPliiii  rucb  day  «j  m  to  make  one  credit  or  debit  entry 
lit)  riiin  niiln  and  huridrles  on  the  other,  such  as  "cash  to 
mitidricN."  In  hIiow  the  total  receipts  of  cash  each  day. 
'I'lli'  iirxl  ulcp  vmiH  tlie  assembling  of  these  similar  items 
try  ilnvoVlh^  imo  or  more  pages  of  the  journal  to  each, 
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and  changing  the  posting  of  the  single  term  of  the  entry 
from  a  daily  to  a  monthly  one.  The  next  step  was  an 
obvious  one.  Instead  of  devoting  several  pages  of  the 
journal  to  cash  entries  a  separate  journal  was  employed 
for  that  purpose,  and  since  all  the  items  in  this  book 
involved  cash,  it  was  no  longer  necessary  to  adhere  to 
the  strict  journal  form.  For  a  long  time,  however,  it 
survived  in  the  habit  of  beginning  every  entry  on  the 
left  hand  page  with  "To"  and  every  one  on  the  right 
hand  page  with  "By."  It  ts  understood  that  a  journal 
entrj-  can  be  made  either  in  the  ordinarj'  form  of  "Cash 
dr.  to  Sundries  cr.,"  or  as  "Cash  cr.  by  Sundries  dr." 
This  explains  why  credits  to  accounts  in  a  cash-book  are 
at  the  left  and  debits  at  the  right,  for  if  the  whole  entry 
were  made,  the  left  hand  page  would  be  "Cash  to  Sun- 
dries," in  which  cash  would  be  in  the  left  hand  column 
and  sundries  in  the  right  hand  one.  While  we  are  post- 
ing from  the  left  side  of  the  cash-book  to  the  right  side 
of  the  ledger,  we  are  really  posting  from  the  right  hand 
column  of  the  page,  the  left  hand  column  being  elim- 
inated as  useless.  The  journal  entry  is  completed  at 
the  end  of  the  month  by  posting  the  total  of  the  left 
hand  page  to  the  debit  of  the  cash  account  on  tlie  ledger. 
The  same  principles  apply  to  the  other  side  of  the  cash- 
book. 

The  next  step  was  probably  the  elimination  from  the 
journal  of  the  sales  by  the  adoption  of  the  sales  book, 
the  true  journal  nature  of  whicli  would  be  at  once  rec- 
ognized if  the  proper  heading  were  placed  at  tlie  he- 
aiming  of  each  month  of  "Sundry  Customers  To 
Sales."  If  the  purchase  record  were  headed  "Sundry 
Accounts  Payable"  by  the  names  of  the  accounts  shown 
in  the  distributive  columns,  the  journal  feature  would 
-again  be  apparent,  as  it  would  in  all  the  subsidiary 
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books,  liowever  complicated  they  might  at  first  appear. 
17-  Journalmng  all  entries.—lt  is  customary  in  some 
houses  to  bring  all  the  business  of  the  month  into  the 
journal  by  summaries,  and  to  post  everj'thiiig  that 
belongs  in  the  general  ledger  from  the  journal  en- 
tries. There  does  not  seem  to  be  any  good  reason 
for  this,  if  the  subsidiary'  books  are  kept  in  any  rea- 
sonably proper  manner.  For  instance,  if  the  pur- 
chase record  is  kept  on  the  plan  of  crediting  each  cred- 
itor with  tJie  goods  bought  from  him,  such  credits  are 
posted  directly  from  the  record,  and  there  does  not  seem 
to  be  any  reason  why  the  offsetting  debits  in  the  dis- 
tributive columns  should  not  be  posted  directly  from 
the  same  book  to  the  respective  accounts  in  the  general 
ledger.  Tiiis  is  especially  true  of  the  practice  of  jour- 
nalizing the  cash  whicli  a  number  of  bookkeepers 
follow.  To  copy  all  these  entries  in  the  journal  neces- 
sitates duplicating  the  work,  and  where  a  journal 
voucher  is  used,  triplicating  it,  without  any  apparent 
advantage  and  with  the  risk  of  error  in  copying  it.  To 
say  that  it  is  well  to  assemble  all  the  transactions  in  the 
journal  is  to  lose  sight  of  the  fact  that  the  cash-book, 
and  all  other  books  of  original  entry,  are  themselves 
journals,  and  that  all  of  them  together  are  one  journal, 
bound  in  separate  covers  merely  as  a  matter  of  con- 
venience, and  with  the  journal  idea  somewhat  obscure 
to  the  superficial  observer  on  account  of  the  suppression 
in  most  of  them  of  one  or  the  other  half  of  the  journal 
entry  in  its  distinctive  form,  though  it  appears  in  reality 
when  the  totals  are  posted  to  the  ledger. 
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CHAPTER  V 

METHODS  OF  AN  AUDIT 

18.  The  cash. — Having  acquainted  ourselyes  with  the 
general  dharacteristics  of  the  subject  with  which  we  are 
to  deal,  we  can  proceed  at  once  to  the  oxisideration  of 
the  methods  to  be  adopted  in  carrying  out  the  details 
of  an  audit. 

As  an  audit  consists  of  the  verification  of  the  accounts 
as  they  are,  or  as  they  should  be  on  the  books,  at  the 
time  when  the  audit  is  made,  we  naturally  start  with  the 
item  which  varies  the  most  from  time  to  time,  that  is, 
I  the  cash.  The  first  thing  for  the  auditor  to  do,  is  to  I 
I  verify  the  cash  on  hand  in  the  drawer  or  safe,  unless 
the  office  is  sufficiently  systematized  to  have  adopted 
the  method  of  depositing  all  receipts  in  bank  every  day 
and  of  paying  everything  by  check.  If  he  finds  checks 
in  the  cash  he  should  note  whether  they  are  current  or 
old  ones  that  have  either  been  thrown  out  of  bank, 
marked  "not  sufficient  funds"  or  have  been  cashed  for 
some  officer,  employee  or  friend  and  held  as  an  accommo- 
dation. I^the  checks  are  all  current  he  should  examine 
the  cash-book  to  see  whether  the  parties  from  whom 
they  were  received  have  been  given  credit  for  the  proper 
amounts.  If  not,  the  checks  must  be  doing  duty  for 
entries  to  which  they  are  not  applicable  and  there  is  a 
corresponding  shortage  in  the  cash. 

If  the  proper  system  of  handling  the  incoming  cash, 
and  the  petty  cash  is  followed,  it  will  be  sufficient  at 
first  to  verify  only  the  petty  cash  and  afterwards  to 
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reconcile  the  bank  account,  for  which  purpose  it  is 
better  to  have  the  pass-book  balanced  specially  and  de- 
livered directly  to  the  auditor  by  the  bank.  This  is 
not  imperative  when  the  last  bank  statement  shows  no 
signs  of  having  been  altered  or  manipulated  In  any  way. 

A  proper  system  of  handling  the  cash  requires  that 
all  the  mail  shall  be  opened  by  someone  other  than  the 
cashier.  This  person  should  be  provided  with  an  ordi- 
nary one-column  blotter  in  which  all  remittances  re- 
ceived are  entered  with  at  least  the  initials  of  the  re- 
mitters. The  letters  and  enclosures  are  then  passed  on 
to  the  cashier  and  bookkeeper.  If  there  are  any  cash 
sales  made  they  should  be  recorded  on  a  duplicate  reg- 
ister, the  key  of  wliich  is  held  by  the  person  keeping 
the  blotter  of  receipts.  When  the  deposit  is  ready  for 
the  bank,  this  person  ascertains  the  amount  of  cash 
shown  by  the  register,  enters  it  on  the  blotter,  compares 
the  total  of  that  book  with  the  deposit  slip,  initials  the 
slip,  and  again  compares  the  entry  in  the  pass-book 
when  it  returns  from  the  bank.  This  is  the  most  ef- 
fective way  of  preventing  the  carrying  over  of  a  short- 
age by  holding  out  money  one  day  and  replacing  it  out 
of  the  receipts  of  the  next,  which  is  one  of  the  most 
difficult  things  to  detect  when  no  such  precaution  is 
taken.  This  method  will  prevent  it  absolutely,  unless 
there  is  collusion  between  the  cashier  and  the  keeper  of 
the  blotter.  Collusion  of  this  kind  is  very  rare,  so  rare 
tliat  it  is  almost  entirely  a  negligible  item.  The  auditor 
has  done  his  duty  if  he  has  provided  a  system  which  can 
fail  only  through  such  collusion. 

19.  Precautions  for  guarding  cask. — It  is  sometimes 
recommended  that  the  cashier  be  required  to  take  an 
impression  copy  of  his  deposit  ticket  before  going  to 
bank,  hut  a  little  reflection  will  show  that  this  precau- 
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tion  is  valueless  since  there  is  notliing  to  prove  that  the 
ticket  copied  is  the  one  actually  used  in  making  the  de- 
posit. In  cases  where  holding  over  or  "lapping"  is 
practiced,  the  cashier  deposits  a  check  received  from  A, 
and  does  not  credit  A  on  the  cash-book,  but  abstracts 
an  equal  amount  of  currencj'  for  his  own  use.  The 
next  day  he  enters  A's  credit  on  the  cash-book,  but 
neglects  to  enter  anything  to  the  credit  of  B,  whose 
check  is  used  in  the  deposit  to  offset  A's  credit.  Since 
the  two  checks  are  seldom  of  exactly  the  same  amount 
a  scrutiny  of  the  deposit  ticket  that  is  actually  used  in 
the  bank  would  disclose  the  discrepancy.  But  if  the 
cashier  makes  up  a  deposit  ticket  that  exactly  corre- 
sponds with  the  items  on  his  cash-book  for  the  day  and 
copies  it  in  his  impression  book,  it  is  an  easy  thing  to 
make  another  ticket  for  the  bank  which  contains  the 
actual  items  tliat  he  deposits,  the  total  being  made  to 
agree  with  that  of  the  copied  ticket  by  the  addition  or 
subtraction  of  the  small  amount  of  currency  necessary 
to  create  the  equilibrium. 

Dicksee  recommends  the  use  of  counterfoil  receipt 
blanks  consecutively  numbered,  which,  however,  he 
says  are  not  an  infallible  preventive  of  fraud,  though 
he  does  not  say  why.  If  the  counterfoil  consists  merely 
of  an  ordinarj'  stub,  it  is  manifest  that  there  would  be 
no  way  to  insure  that  the  record  on  it  was  in  any  way 
descriptive  of  the  receipt.  It  differs  from  the  stub  of 
a  check-book,  since  the  checks  are  eventually  returned 
and  can  be  compared  with  their  respective  stubs,  while 
the  receipt  would  never  be  returned  except  in  the  rare 
case  of  a  disputed  payment. 

If  the  counterfoil  takes  the  form  of  a  carbon  copy, 
it  is  equally  capable  of  manipulation.  It  is  only  nec- 
j  to  place  a  card  under  the  receipt  when  it  is  origi- 


nally  written  so  that  no  mark  will  be  made  on  the 
duplicate,  and  then  to  place  over  the  carbon  a  piece  of 
blank  paper  on  which  an  entirely  diflFerent  receipt  may 
be  written,  to  obtain  a  "carbon  copy"  which  ia  abso- 
lutely unlike  the  original. 

Not  only  must  auditors  be  constantly  on  their  guard 
against  being  deceived  by  too  blind  a  reKance  on  what 
looks  at  first  sight  to  be  an  infallible  safeguard,  but 
ofiice  managers  should  realize  the  folly  of  depending 
too  imphcitly  on  precautions  that  are  by  no  means  per- 
fect, especially  since  the  existence  of  the  precaution 
may  ^ve  them  such  a  false  sense  of  security  that  they 
may  neglect  to  exercise  ordinary  vigilance  in  the  super- 
vision of  the  cashier's  accounts. 

20.  A  plan  for  the  record  of  incoming  funds. — This 
method  of  making  a  record  of  incoming  funds  may  be 
made  to  save  a  large  amount  of  clerical  work  in  an  of- 
fice of  considerable  size.  The  manager's  stenographer 
may  be  furnished  with  blanks  in  triplicate,  ruled  with 
columns  for  names,  addresses,  description  of  funds 
(local  checks,  New  York  drafts,  money  orders,  etc.), 
actual  amount  of  remittance,  cash  discount,  freight  de- 
ducted, allowance  claimed  and  any  others  called  for  by 
the  business.  As  the  manager  opens  the  letters  he  may 
pass  over  to  the  stenographer  those  which  contain  re- 
mittances, together  with  the  enclosed  funds.  The 
stenographer  then  enters  the  items  on  the  blanks  with 
the  typewriter,  gives  the  original  with  the  letters  to 
the  bookkeeper  and  the  duplicate  with  the  funds  to 
the  cashier  or  treasurer,  and  retains  the  triplicate.  The 
bookkeeper  posts  directly  from  his  copy  and  when  he 
has  verified  all  the  entries,  compares  the  total  with  the 
treasurer,  who  then  enters  the  total  in  his  cash-book  as 
one  item.     The  blanks  must  be  so  made  as  to  be  capable 
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of  being  filed  in  binders  by  each  one  of  the  three  and 
carefully  preserved,  as  they  are  in  reality  books  of  orig- 
inal entry,  portions  of  the  cash-book. 

In  any  well-regulated  office  it  is  essential  that  all  the  I 
receipts  shall  be  deposited  in  bank,  so  that  the  debit  ' 
side  of  the  cash-book  shall  exactly  equal  in  amount  the 
entries  on  the  bank  pass-book.  This  can  be  shown  on 
the  cash-book  by  having  a  special  column  for  the  bank 
deposits,  which  will  equal  the  sum  of  all  the  other  re- 
ceipt columns,  or  by  having  the  first  column  contain 
the  net  cash  representing  each  receipt,  proving  the 
equality  with  the  bank  book  by  adding  them  both  up 
to  date.  It  is  better  to  deposit  each  day's  full  receipts 
as  a  total,  but  if  not  advisable  or  possible  in  cases  where 
mails  received  after  banking  hours  contain  considerable 
remittances,  a  mark  on  the  cash-book  should  show  the 
point  down  to  which  the  items  had  all  been  deposited. 
If  items  are  entered  on  the  cash-book  on  the  last  day 
of  the  month  after  the  deposit  has  been  made  those  items 
should  be  made  up  in  a  specific  deposit  the  next  morning 
and  the  pass-book  should  then  be  left  to  be  balanced 
before  another  deposit  is  made.  The  reason  for  this 
is  obvious.  The  movement  of  the  cash  is  identified  with 
the  bank  account  each  day,  making  it  possible  for  the 
auditor  to  verify  it  by  comparison  with  the  hank  state- 
ment, or  with  the  pass-book,  if  the  statement  method  is 
not  used  by  the  bank.  In  order  to  make  a  thorough  test 
of  the  identity  of  the  items  purporting  to  have  been 
deposited,  the  auditor  should  obtain  from  the  bank 
copies  of  the  actual  deposits  made  on  days  selected  at 
random,  and  should  compare  the  items  with  the  entries 
on  the  cash-book. 

21.  DishuTsements  of  cash. — As  aU  the  receipts  are 
thus  required  to  be  deposited  in  bank  it  is  necessarjr  to 
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so  arrange  matters  that  all  payments  shall  be  made  by 
check  and  that  every  check  shall  be  shown  on  the  cash- 
book.  This  is  an  easy  matter  with  all  the  larger  dis- 
bursements. To  cover  the  smaller  ones,  a  petty  cash 
fund  should  be  created  by  drawing  a  check  to  the  order 
of  the  cashier  for  a  round  amount,  determined  by  the 
needs  of  the  business,  and  charging  it  on  the  ledger  to 
petty  cash  account.  When  this  check  is  cashed  the 
money  is  kept  entirely  separate  and  a  petty  cash-book 
opened  containing  columns  for  carfare,  telegrams,  ex- 
press and  other  items  that  it  may  be  thought  best  to 
classify.  All  cash  payments  are  made  out  of  this  fund 
and  no  payments  are  made  out  of  money  that  is  received 
for  cash  sales  or  other  receipts,  except  that  checks  may 
be  cashed  out  of  such  funds,  and  deposited  in  lieu  of 
the  cash  they  replace.  When  the  petty  cash  fund  is 
nearly  exhausted  the  cashier  makes  a  regular  bill  or 
voucher  against  the  house,  the  same  as  if  he  were  an 
outsider,  containing  as  items  the  totals  of  the  various 
columns  of  his  petty  cash-book.  This  is  presented  to 
the  officer  or  partner  who  draws  checks,  together  with 
the  petty  cash-book  and  any  vouchers  that  there  may  be. 
This  party  issues  a  check  to  the  cashier  for  the  exact 
amount  of  the  bill  and  also  initials  the  book.  When  this 
check  is  cashed  by  the  cashier  the  fund  is  restored  to  its 
original  size  and  the  process  is  ready  to  be  repeated. 
At  all  times  the  cashier  must  have  in  his  petty  cash  box 
and  in  his  book  the  items  which  together  will  represent 
the  total  amount  of  the  fund.  Tlie  disbursements  rep- 
resented by  the  check  are  entered  on  the  main  cash-book 
in  the  same  manner  as  those  represented  by  any  other 
voucher.  This  is  called  the  "Imprest  System."  This 
is  a  far  better  method  than  returning  to  the  main  "cash* 
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the  unexpended  money  at  the  end  of  the  month,  or  than 
keeping  a  running  account  with  "petty  cash." 

In  cases  which  sometimes  occur  where  checks  are 
given  in  exchange  for  currency  or  drafts,  the  check 
should  be  entered  in  its  regular  order  on  the  disburse- 
ment side  of  the  cash-book  and  the  currency  or  draft  on 
the  other  side,  and  both  items  marked  "contra"  in  the 
folio  column,  showing  that  they  are  offsets  and  are  not 
posted  to  any  account.  In  this  way  the  check  is  ac- 
counted for  and  the  currency  or  draft  is  included  in  the 
deposit.  Nothing  is  so  perplexing  to  the  auditor  as  to 
find  checks  issued  and  paid,  for  which  no  entry  appears 
on  the  cash-book  and  the  only  explanation  for  which 
is  a  note  on  the  stub  that  it  is  issued  against  currency 
furnished  by  so-and-so,  or  in  exchange  for  a  New  York 
draft  from  such  and  such  a  customer. 

In  the  case  of  checks  cashed  out  of  the  receipt  funds 
110  entry  is  necessary-,  as  the  checks  take  the  place  of  the 
tun^ncy  in  the  deposit  and  there  is  no  more  disturbance 
of  the  routine  than  occurs  when  small  bills  are  given  in 
exchange  for  a  larger  one.     If  the  check  cashed  is  one 
issued  by  the  house  itself  it  should  be  deposited  just 
[Ik  same  as  any  other.     When  it  is  an  outside  check, 
it  is  well  to  make  a  note  on  the  stub  of  the  check  book 
of  the  name  of  the  person  for  whom  it  was  cashed  to- 
gether with  the  amount  and  the  bank  on  which  it  is 
^awn,  so  that  it  may  be  traced  if  it  should  be  lost. 
22,  Due-hills  in  the  cash, — When  the  cash  is  not  kept 
I  HI  this  way  tlie  nominal  amount  in  the  office  is  sometimes 
I  found  to  be  very  large.     In  such  cases  it  is  often  dis- 
I  covered  that  it  consists  very  largely  of  due-bills  and 
I  other  cash  memoranda.     The  auditor  should  list  these 
r  and  in  his  report  should  specify  the  amounts  and  the 
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names  of  the  parties  for  whom  they  are  carried.  If  the 
latter  are  officers  or  employees  it  should  also  be  noted  in 
the  report  whether  the  due-hills  are  covered  by  salaries 
earned  but  not  yet  due,  or  whether  they  are  advances 
on  salaries  yet  to  be  earned.  The  practice  of  carrying 
due-bills  in  the  cash  is  a  vicious  one  and  should  always 
be  condemned  by  the  auditor,  even  where  it  is  indulged 
in  by  the  head  of  the  office,  or  rather  all  the  more  when 
such  is  the  case,  for  when  persons  in  authority  commit 
irregularities  the  whole  office  is  apt  to  be  demoralized. 

It  is  sometimes  customary  to  carry  small  unadjusted 
items  in  the  cash  until  their  disposition  can  be  de- 
termined. It  is  such  a  desirable  thing  to  have  a  per- 
fectly clean  cash  record  that  it  is  certainly  worth  the 
little  trouble  that  would  be  caused  by  charging  such 
items  to  a  temporary  suspense  account  and  thus  keeping 
them  out  of  the  cash  drawer. 

23.  The  hank  account. — If  all  the  receipts  of  cash  are 
deposited  in  bank,  in  the  manner  already  indicated, 
there  is  a  sufficient  internal  check  on  the  accuracy  of  the 
bank  account.  If  tliis  is  not  done,  however,  the  require- 
ments of  an  audit  are  not  all  met  by  ascertaining  that 
the  present  balance  in  bank  corresponds  with  that  called 
for  by  the  cash-book,  due  allowance  being  made  for  the 
outstanding  checks  and  other  items  that  enter  into  the 
reconciliation  table.  The  bank  account  may  be  exactly 
right  at  the  beginning  of  the  year  and  again  correct  at 
the  end  and  yet  may  not  have  been  correctly  stated  on 
any  other  day  of  the  year.  Money  may  have  been  ab- 
stracted and  used  for  nearly  the  whole  time  and  replaced 
temporarily  in  anticipation  of  an  audit.  Items  left  for 
collection  may  have  been  paid  and  no  entry  made  for 
them  on  the  books,  or  any  one  of  several  systems  of 
kiting  may  have  been  indulged  in  on  the  last  day  of  the 
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year  to  cover  a  shortage  that  may  have  existed  for  a 
long  time.  It  is  imperative,  therefore,  that  sufficient 
tests  of  the  accuracy  of  the  hank  account  at  different 
periods  during  the  year  should  be  made  by  the  auditor 
to  satisfy  himself  that  there  has  been  no  manipulatioD 
of  it. 

If  debit  and  credit  colimins  are  carried  on  the  cash- 
book  in  which  the  deposits  and  checks  are  recorded,  the 
stubs  of  the  check-book  can  be  dispensed  with,  as  un- 
necessary duphcations.  Care  must  he  exercised  to 
insure  the  proper  recording  of  a  clieck  on  the  cash-book 
before  it  is  allowed  to  go  out  of  the  office,  unless,  as 
is  sometimes  the  case,  a  carbon  copy  of  the  check  is 
retained.  The  difference  between  the  two  bank  columns 
will,  of  course,  show  the  balance  in  bank. 

24.  Seconciliation  of  bank  account. — The  auditor 
should  make  a  reconciliation  of  the  bank  account  and 
keep  a  copy  of  it  among  his  papers.  In  all  audits  ex- 
cept tlie  first  he  should  work  from  liis  preWous  reconciUa- 
tion  table,  checking  the  items  in  it  that  have  since  been 
taken  up,  and  carrying  forward  those  which  have  not 
been.  The  ordinary  form  of  a  reconciliation  statement 
starts  with  the  balance  as  shown  by  the  bank;  lists  the 
outstanding  checks,  deducts  the  total  from  the  bank  bal- 
ance; adds  any  charges  for  telegrams,  interest,  etc.,  which 
are  on  the  bank's  books,  but  are  not  yet  on  the  cash-book; 
and  deducts  any  collections  or  other  credits  not  yet  en- 
tered on  the  cash-book.  The  result  should  be  the  balance 
shown  by  the  cash-book.  Where  tlie  account  is  very 
complicated,  a  more  formal  method  is  advisable,  one 
divided  into  four  tables:  (1)  We  debit,  bank  does  not 
credit;  (2)  we  credit,  bank  does  not  debit;  (3)  bank 
debits,  we  do  not  credit;  (4)  bank  credits,  we  do  not 
debit.     Starting  with  the  bank's  balance  (1)  and  (3) 
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are  added,  and  (2)  and  (4)  deducted  to  make  the  cash- 
book  balance.  Or  a  tabular  statement  can  be  made  in 
this  form : 


Bank's  Balance 

Our  Balance 

Add  (1) 

Add  («) 

Add  (3) 

Add  (4) 

the  two  sides  of  which  should  balance. 

This  tabular  form  of  reconciliation  should  be  used  in 
balancing  any  sets  of  accounts  between  two  parties,  when 
the  reciprocal  items  are  so  numerous  as  to  make  the 
process  complicated,  as  for  instance,  between  the  home 
office  and  a  branch,  or  between  stock  brokers  in  two 
different  cities,  who  are  constantly  buying  from  or  selling 
to  each  other. 

,  25.  The  cash-book. — The  usual  form  of  a  cash-book 
carries  the  receipts  on  the  left  hand  and  the  disburse- 
ments on  the  right  hand  page,  but  sometimes  the  receipts 
are  carried  in  one  book  and  the  disbursements  in  another, 
in  which  case  the  pages  are  continuous.  This  is  espe- 
cially advantageous  when  either  side  contains  only  a  very 
few  items  compared  with  the  other,  so  that  one  page  of 
an  ordinary  cash-book  will  be  almost  blank,  while  the 
other  is  entirely  filled  up.  The  disadvantage  is  that  it 
is  necessary  to  refer  to  both  books  in  order  to  ascertain 
the  cash  balance.  In  a  large  business,  that  is  sufficiently 
subdivided,  this  would  not  apply,  as  the  actual  cash  ac- 
count would  then  be  kept  on  the  treasurer's  books. 

26.  Columnization. — The  columns  in  a  cash-book  de- 
pend on  the  nature  of  the  business.  There  should  be  a 
column  for  general  accounts  on  each  side,  one  for  ac- 
counts receivable  on  the  left,  and  for  accounts  payable 
on  the  right-hand  page.  Any  paj-ments  for  accounts 
receivable  can  be  put  in  the  general  column,  as  they  are 
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few  in  number.  Special  columns  for  cash  sales  or  pur- 
chases of  merchandise,  for  general  expense  or  any  other 
class  of  items  that  may  be  of  frequetit  occurrence  may 
be  provided.  "Cash  discount"  can  be  treated  in  either 
of  two  ways.  In  one  case  the  amount  of  cash  actually 
received  is  entered  in  the  accounts  receivable  column  and 
the  discount  in  its  appropriate  column,  both  amounts 
being  posted  to  the  crecht  of  the  customer.  The  dis- 
count column  in  this  case  does  not  enter  into  the  cash 
balance  at  all,  the  entries  in  it  being  really  journal 
entries.  When  the  whole  amount  of  the  bill  is  entered 
as  paid  and  the  cash  discount  is  carried  as  an  element 
of  the  cash  balance  it  can  still  he  carried  in  the  same  col- 
umn by  heading  it  "discount,  debit  account,"  and  carry- 
ing it  to  the  other  side  of  the  book  at  the  end  of  the 
month  where  it  will  enter  into  the  cash  balance  at  the 
closing  of  the  cash-book  for  the  month  and  where  it  will 
be  in  the  proper  place  for  being  posted  to  the  debit  of 
discount  account.  In  the  same  way  the  discount  taken 
on  accounts  payable  paid  is  placed  in  a  column  headed 
"discount  credits,"  although  on  the  wrong  side  and  is 
transferred  and  posted  in  a  similar  manner.  The  ad- 
vantage gained  is  twofold,  the  saving  of  rewriting  of 
the  names  in  the  journal  or  cash-book  and  the  bringing 
together  of  the  bill  paid  and  the  discount  on  it  in  close 
proximity  where  they  can  be  compared,  making  it  less 
easy  to  manipulate  the  books  for  small  amounts  through 
this  account.  Where  customers  are  authorized  to  deduct 
freight  from  their  remittances  in  any  considerable  num- 
ber of  cases  a  column  may  be  carried  for  this  item  in  the 
same  way. 

'  This  idea  is  sometimes  carried  out  to  such  an  extent 
that  a  combined  journal  and  cash-book  is  made  with 
columns  for  all  the  principal  accounts  including  debit 
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and  credit  columns  for  cash  itself.  It  is  not  advisable 
to  carry  this  idea  of  columnization  too  far  in  a  cash-book, 
so  as  to  include  all  journal  entries  on  a  compound  jour- 
nal cash-book.  There  are  too  many  opportunities  for 
covering  up  counter  entries  by  making  a  journal  entry 
take  the  place  of  one  which  was  really  cash.  It  is  a  very 
convenient  form  for  the  bookkeeper,  especially  if  there 
is  a  column  for  each  one  of  tlie  principal  accounts,  but 
the  entries  on  it  are  not  nearly  so  easy  to  trace  as  those 
on  the  ordinary  cash-book,  and  therefore  it  is  not  usually 
looked  upon  favorably  by  auditors.  There  is  not  so 
much  objection  to  it  in  case  a  voucher  is  furnished  for 
all  journal  items,  as  well  as  for  those  involving  cash. 
Ordinarily  a  bookkeeper  who  may  be  very  careful  to 
require  written  authority  in  the  shape  of  a  voucher  of 
some  kind  for  the  disbursement  of  even  a  small  amount 
of  money,  will  make  a  journal  entry  at  the  verbal  re- 
quest of  any  one  authorized  to  give  him  instructions. 
But  a  journal  entry  may  be  as  important  as  one  on  the 
cash-book  and  may  involve  as  serious  consequences.  If 
the  bookkeeper  can  smuggle  into  the  journal  a  credit  to 
a  customer  for  returned  goods,  for  allowances  or  for 
anything  else,  he  can  retain  an  equal  amount  from  the 
cash  payment  made  by  that  customer. 

In  the  soft  coal  business,  for  instance,  the  freight  is 
often  more  than  the  cost  of  the  coal  at  the  mine.  The 
coal  is  sold  delivered  to  its  destination,  the  shipper  as- 
suming tlie  freight.  For  convenience  the  receiver  often 
pays  the  freight,  sending  the  receipt  with  his  check  to 
balance  to  the  shipper.  On  the  books  of  the  latter  the 
customer  is  credited  with  the  check  through  the  cash- 
book  and  with  the  freight  through  the  journal.  One 
young  man  who  was  keeping  books  for  a  mine  allowed 
his  freight  entries  to  lapse  for  considerable  time  and  then 
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made  them  all  at  once  in  totals  with  no  details.  When 
his  books  were  examined  the  accountant  took  the  tonnage 
shipped  to  each  customer  for  the  period,  calculated  the 
proper  freight,  compared  the  figures  with  the  journal 
entries  and  discovered  a  defalcation  of  o^er  seven  thou- 
sand dollars.  The  bookkeeper  had  made  part  of  the 
freight  credit  do  dutj*  for  a  corresponding  amount  of 
cash  which  he  had  abstracted.  The  auditor's  attention 
was  attracted  to  the  peculiarity  of  the  absence  of  freight 
entries  for  several  months  and  then  of  their  being  all 
made  at  once  in  lump  sums,  and  the  inquiry  into  the 
anomaly  caused  the  discovery  of  the  defaulter's  method. 
27.  Loose-leaf  cash-book — ^ATiatever  arguments  may 
be  urged  for  the  use  of  other  loose-leaf  books,  it  seems  1 
I  impossible  to  justify  the  emplojTiient  of  any  but  a  reg- 
I  ularly  bound  cash-book.  AVhile  the  entries  in  a  bound 
cash-book  may  be  falsified,  there  is  always  risk  of  detec- 
tion, which  may  be  absent  if  a  whole  page  may  be  ab- 
stracted and  another  one  substituted  for  it  containing 
entirely  different  entries,  provided  the  totals  forwarded 
at  the  foot  of  the  page  are  the  same.  It  is  doubtful 
whether  a  loose-leaf  cash-book  would  be  admitted  in  evi- 
dence by  a  comi;,  as  there  is  nothing  to  indicate  that  en- 
tries were  made  at  the  time  tliey  are  dated,  and  in  the 
regular  course  of  business.  There  is  really  no  advantage 
gained  by  their  use  commensurate  with  the  risk  that  is 
incurred  and,  therefore,  their  emplojiuent  is  seldom  or 
never  recommended,  except  by  those  so-called  account- 
ing concerns  who  are  more  interested  in  the  sale  of  ex- 
pensive blanks  than  in  furnishing  to  their  customers  a 
svstem  of  accounts  suited  to  the  business. 


28.  Definition  of  bills  receivable. — While  the  terni 
"bills  receivable"  is  almost  universally  understood,  it 
[  would  i)erhaps  be  better  if  it  could  be  replaced  by  the 
I  more  accurately  descriptive  term  "notes  receivable,"  on 
the  ground  that  in  this  country,  when  a  person  gives  his 
written  promise  to  pay  a  given  amount,  the  document 
is  invariably  referred  to  as  his  note,  while  a  bill  is  the 
creditor's  statement  in  writing,  specifying  the  amount 
and  character  of  his  claim  in  detail. 

The  use  of  the  word  "bills"  arose  from  the  English 
custom  of  drawing  on  a  customer  a  bill  of  exchange 
due  as  many  days  after  sight  or  date  as  the  terms 
of  the  sale  warranted.  When  this  bill  was  accepted, 
it  became  a  "bill  receivable"  and  tliis  term  was  extended 
to  cover  the  few  instances  in  which  a  note  was  given. 
The  bills  are  sometimes  called  "trade  acceptances,"  but 
this  term  alone  does  not  distinguish  between  items  which 
are  receivable  and  those  which  are  payable. 

In  old  times  in  this  country'  the  English  custom  of 
drawing  on  a  debtor  on  long  time  used  to  prevail,  but 
it  has  gradually  been  given  up  in  our  domestic  trade, 
so  that  the  ordinary  business  man  now  thinks  of  a  draft 
on  a  customer  only  as  of  one  at  sight,  or  a  very  few  days 
sight,  drawn  on  a  debtor  whose  account  is  overdue  and 
who  may  pay  a  draft  to  save  his  credit  at  his  local  bank, 
or  who  will  remit  if  threatened  with  a  draft.  It  is  still 
the  custom,  however,  to  draw  on  foreign  debtors  at  sixty 
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or  ninety  days  sight,  especially  when  the  draft  is  accom- 
panied by  bill  of  lading. 

^\Tien  the  bills  receivable  taken  in  a  business  are 
considerable  in  number,  there  should  be  a  separate  reg- 
ister for  them.  The  most  convenient  form  for  the  usual 
business  house  has  a  page  or  more  for  each  month  of 
maturity.  The  notes  taken  each  month  are  listed  on 
the  pages  of  the  months  in  which  they  mature,  and  the 
totals  of  these  pages  for  each  month  in  which  they  are 
taken  are  added  together  to  show  the  total  taken  that 
month.  The  individual  items  are  posted  to  the  credit 
of  the  individual  customers  and  the  total  to  the  debit 
of  "bills  receivable"  account. 

29.  Bills  receivable  discounted. — When  bills  receiv- 
able are  discounted  in  bank  or  paid  over  to  creditors 
in  place  of  cash,  they  should  not  be  credited  to  "bills 
receivable"  account,  but  to  "bills  receivable  discounted." 
Although  the  note  has  been  reahzed  upon  for  virtually 
the  same  amomit  as  if  it  had  been  paid,  there  still  re- 
mains a  Uability  for  its  face  if  it  is  not  really  paid  at 
maturitj'.  While  this  is  only  a  contingent  Uability,  it 
is  none  the  less  a  real  one,  and  should  be  expressed  on 
the  books.  A  reasonable  time  after  a  note  is  due,  if  it 
has  not  been  returned  unpaid,  a  journal  entry  should 
be  made  charging  "bills  receivable."  On  the  balance 
sheet  the  items  would  appear  as  "bills  receivable"  on 
hand,  in  an  inside  coliunn  (or  "short")  and  under  it 
"bills  receivable  discounted,"  the  total  of  the  two  be- 
ing extended  into  the  assets  column.  On  the  other  side 
there  would  appear  the  amount  of  "bills  receivable  dis- 
counted," as  a  contingent  liability. 

80.  Hotv  to  ascertain  a  custovier's  Uability. — When  a 
customer  gives  his  note,  it  is  usual  to  credit  his  account 
and  charge  "bills  receivable,"     The  result  is  that  his 
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debit  balance  is  either  extinguished  or  at  least  reduced. 
Since  it  may  be  advisable  to  know  what  his  total  in- 
debtedness is,  in  order  to  determine  how  much  further 
credit  to  extend  to  him,  various  expedients  have  been 
adopted  to  show  how  much  his  unpaid  notes  amount  to. 
As  simple  and  effective  a  way  as  any  is  to  carry  in  an  in- 
side column  on  each  side  of  his  accoimt  a  memorandum 
account  with  his  notes.  That  is,  when  he  is  credited 
with  his  note  in  the  regular  column,  he  is  charged  with 
it  in  the  memorandum  column.  When  the  note  is  paid 
it  is  credited  in  the  memorandum  column.  The  balance 
shown  in  the  regular  column  is  his  liability  on  open  ac- 
count, and  the  balance  of  the  memorandum  column  is 
his  liability  for  notes  not  yet  due  and  paid.  Both  bal- 
ances being  on  the  same  accoimt  are  easily  referred  to, 
but  of  course  only  that  in  the  regular  colunm  appears 
in  the  trial  balance. 

81,  Verification  of  bills  receivable. — The  auditor 
should  verify  the  bills  receivable  on  hand  by  a  com- 
parison of  the  actual  notes  with  the  register,  careful 
note  being  made  of  those  that  are  past  due.  These 
should  be  charged  to  "suspense"  much  more  promptly 
than  open  accounts,  as  from  their  natiu*e  they  should 
be  much  more  promptly  paid.  The  notes  which  have 
been  sent  out  for  collection  should  be  represented  by 
the  acknowledgment  of  the  banks  to  which  they  have 
been  sent.  In  auditing  a  bank  the  auditor  should  send 
out  carefully  worded  notices  to  the  parties  purporting 
to  have  signed  any  notes  above  a  certain  amount,  ask- 
ing them  to  report  if  the  notes  are  not  regular,  as  the 
great  danger  in  a  bank  is  that  dummy  or  forged  notes 
may  have  been  used  by  some  officer  to  raise  money  for 
his  own  purposes, 

82,  Calculation  of  interest — the  ''tickler/^ — In  the 
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ordinary  business  house  the  interest  on  bills  receivable 
is  not  usually  taken  into  account  at  the  end  of  a  fiscal 
year  or  at  any  other  time  when  a  statement  is  made  of 
the  condition  of  the  business,  for  it  is  usually  too  small 
an  item  to  be  worth  taking  into  consideration.  In  re- 
cent bank  statements,  however,  the  item  of  unearned 
interest  on  notes  has  appeared  as  a  liability.  At  first 
sight  it  would  seem  like  a  tremendous  task  to  calculate 
the  interest  on  all  the  notes  in  a  large  bank,  but  it  is 
easily  found,  with  perfect  accuracy,  by  the  use  of  the 
"tickler."  This  is  a  book  containing  a  hst  of  all  the 
notes  on  pages  representing  the  dates  of  their  maturity, 
or  due  dates.  These  pages  are  already  added  up  to 
prove  their  accuracy  by  comparison  of  their  totals  with 
the  notes  account  on  the  general  ledger.  It  is  only  nec- 
essary to  treat  each  day's  total  as  one  note  to  reduce 
the  number  of  interest  calculations  in  the  largest  bank 
to  about  one  hundred  and  twenty,  as  banks  seldom  have 
notes  running  beyond  four  months.  If  interest  is  paid 
regularly  at  fixed  times  on  demand  paper,  the  total  of 
all  the  demand  notes  can  be  taken  as  one  item  with  in- 
terest from  the  last  regular  payment  day,  leaving  only 
the  demand  notes  taken  since,  to  be  treated  as  separate 
items.  Of  course,  the  interest  due  on  the  demand  notes 
would  be  an  offset  against  the  unearned  interest  on  the 
time  notes,  the  difference  being  the  net  imeamed  in- 
terest as  a  liability. 

If  it  is  desired  to  ascertain  the  amount  of  unearned 
interest  on  notes  in  an  ordinary  business  tlie  form  of 
note  register  already  suggested  makes  it  easier  to  do  so 
as  tbe  notes  are  there  listed  as  to  their  maturity. 

33.  Accounts  receivable. — The  term  "accounts  receiv- 
able" is  open  to  the  objection  that  it  is  often  made  to 
cover  all  debts  due  by  persons,  whether  they  are  cus- 
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tiifiterM  or  officers  and  employes  of  the  company. 
While  accountants  attempt  to  restrict  the  term  to  cus- 
t/iiiierto'  accounts,  their  action  does  not  hind  the  book- 
lM4:|ii:r  or  officer  of  a  company,  who  can  thus  make  up 
4  t>lulcnient  that  is  deceptive  and  yet  is  in  a  sense  cor- 
m:L  If  accountants  were  imiformly  to  use  the  title 
'  <;u^toniers'  accounts,"  the  business  public  would  become 
U44:iik>Unniid  to  it  and  would  learn  to  look  with  suspicion 
tsit  the  more  comprehensive  term.  The  English  term 
"tiiiile  ilelitors"  is  really  better  than  either  of  the  others, 
tiHii'M:  it  allows  the  use  of  the  similarly  restricted  term, 
liiiile  creditors,"  in  place  of  "accounts  payable."  If 
i.jtIiLi-  (if  the  suggested  expressions  is  used,  no  book- 
^Li^:^n:v  (!oul(l  iucludc  in  the  items  covered  by  it  any  debt 
'iui.  hy  uii  officer  or  employe,  except  those  legitimate 
'iht.ii  vvhicJi  arise  from  purchases  made  by  them,  without 
iiitii^iiiU  hiiiiself  liable  to  the  charge  of  a  deliberate  in- 
h  h^ittn  Ui  (it'ccive. 

'( iif.iii.  urrnunts  should  be  kept  in  a  separate  ledger 
tti  u\  !'•♦«><  in  <i  Ht'parate  division  of  the  ledger,  if  only  one 
|.j  h^  *<•»*•  !'•  "*^*  general  ledger  an  account  is  kept  in 
|m|mIw  \fyt\U  \Ui'  riistomers  or  accounts  receivable  ledger, 
uU\\  U  l*«  (Miiffl  ill  England  an  adjustment  account,  and 
III  llil"  mimhI ry  a  controlling  account.  Neither  name 
tit  I IM'*  •*"  M'««'*'  '*^  'Representative  account,"  since  this  ac- 
\\\\\\\\  ni<* *••»•'*'**  i'*  totals  all  the  items  that  enter  into 
\\\\  liull^  •♦'•♦*•'  iMiioiiriis  on  the  subsidiary  ledger.  One 
t\)  \\\V  '**'*'  lllM»iliiiti()iis  is  found  in  bank  bookkeeping 
\\\\\\\'  ^^^*'  *!♦  |««»»*itorH'  account"  on  the  general  ledger 
.m^.ii^.^tM  llui  h'liil  of  the  accounts  on  the  individual 

\\\  \\\\\y\  ^**  *'•♦♦•  ly  IIh*  controlling  account  on  the  gen- 
\\\\\  \v>irt^**  '^  '*•  iii^n-NNary  that  the  books  of  original 
iliHV  ^^^^^^  ^^^^^^  I'niuiiiiis  for. the  detailed  items  per- 
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tainiiig  to  the  accounts,  so  that  the  totals  may  be  posted 
to  the  controlling  account.  As  the  charges  to  customers 
from  the  cash-hook  are  very  infrequent,  however,  it  is 
not  worth  while  to  have  a  column  for  them,  provided 
it  is  borne  in  mind  that  such  items  must  he  posted  twice, 
once  to  the  indi\'idual  account  of  the  customer  and  again 
to  the  controlling  account.  The  same  would  of  course 
be  true  with  regard  to  receipts  of  cash  from  accounts 
payable. 

34.  Debit  balances  of  officers  and  employes. — Refer- 
ence has  already  been  made  to  the  cases  where  there 
is  found  listed  among  the  accounts  receivable  the  debit 
balance  of  an  officer  or  employe  of  the  company,  usu- 
ally an  overdraft  against  salary  as  yet  unearned.  Such 
items  should  be  very  carefully  inquired  into,  with  a  view 
to  finding  out  whether  the  part;'  has  means  other  than 
his  salary  out  of  which  he  can  make  the  amount  good, 
if  called  on  to  do  so.  In  making  up  the  balance  sheet 
or  the  condensed  statement  of  ledger  balances  these 
items  should  not  be  included  among  the  ordinary  ac- 
counts receivable,  hut  should  be  given  an  independent 
showing,  since  they  are  not  legitimate  book  accounts 
like  those  arising  from  the  sale  of  goods  in  ordinary 
course  of  business.  Such  overdrafts  may  he  permissible 
occasionally  when  the  parties  are  stockholders  and  there 
is  a  prospect  of  a  dividend  in  the  near  future  to  take 
care  of  them,  but  as  a  rule  they  are  a  poor  class  of 
assets  and  should  be  discouraged  as  far  as  possible. 

35.  Doubtful  accounts. — In  taking  off  the  accounts 
receivable  for  the  trial  balance,  they  should  be  listed 
in  at  least  three  columns,  according  as  they  are  current, 
a  short  time  past  due  or  so  far  dehnquent  as  to  be  con- 
sidered doubtful.  Accounts  in  the  hands  of  attorneys 
for  collection  should  be  taken  out  of  the  accounts  re- 
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ceivable  entirely  and  placed  in  suspense,  along  with 
those  of  parties  who  have  failed.  Against  the  sus- 
pense account  there  should  be  carried  a  special  reserve 
or  contingency  account  of  a  size  sufficient  to  cover  what- 
ever proportion  of  the  suspended  items  their  character 
would  seem  to  necessitate,  usually  25  per  cent  of  the 
items  of  the  current  year,  50  per  cent  of  those  that  are 
two  years  old,  75  per  cent  of  those  three  years  old,  while 
all  of  those  four  years  old  should  be  charged  off.  By 
charging  these  percentages  to  profit  and  loss  and  credit- 
ing them  to  the  contingent  reserve  account,  the  suspense 
accounts  of  each  year  are  left  on  the  books  at  their  face 
value.  Tliere  they  can  be  looked  after  and  yet  they  are 
not  carried  as  assets  for  more  than  they  may  fairly  be 
considered  worth.  The  percentages  will  vary  in  dif- 
ferent lines  of  business,  according  to  the  character  of 
the  customers.  For  instance  in  a  house  selling  largely 
to  clergymen  the  proportion  of  slow  accounts  is  large, 
I  but  eventual  loss  is  very  small.  The  moral  risk  in  that 
I  case  is  considerably  less  than  the  mortuary  one.  When 
a  payment  is  made  on  a  suspended  account  it  is  the 
practice  of  some  houses  to  reverse  the  entry  that  trans- 
ferred the  account  to  suspense  by  re-crediting  suspense 
and  charging  the  individual  account  again.  The  cash 
received  is  then  credited  to  the  individual  account  and 
the  new  balance  is  thrown  back  into  suspense  again  by 
a  journal  entry.  This  is,  of  course,  for  the  sake  of 
keeping  track  of  all  the  entries  on  the  individual  ac- 
count. It  is  not  necessary  if  a  separate  suspense  ledger 
is  opened  with  an  account  for  each  dehnquent. 

No  fixed  rule  can  be  laid  down  for  the  classification 
of  accounts  receivable  so  as  to  determine  when  they  be- 
come doubtful  or  desperate.  The  time  depends  on  the 
character  of  the  business.     Supplies  from  produce  com- 
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mission  houses  must  be  settled  for  within  a  week,  while 
bills  due  to  a  tailor  are  not  necessarily  doubtful  when 
they  are  over  six  months  old. 

In  classifying  the  accounts  as  to  age,  the  terms  of 
the  sale  must  be  taken  into  account,  if  any  of  them  have 
been  sold  with  a  future  dating,  for  if  such  is  the  case 
the  account  is  not  past  due  until  that  date  is  past,  al- 
though several  months  may  have  elapsed  since  the  day 
of  shipment. 

A  mistake  that  is  often  made  in  the  treatment  of 
suspense  items  is  the  neglect  to  provide  the  credit  to 
"reserve  for  bad  debts"  against  them.  It  is  a  very  com- 
mon thing  to  find  these  charged  to  a  "suspense  account" 
which  is  still  carried  on  the  balance  sheet  as  an  asset  and, 
therefore,  is  included  in  the  profits.  Many  a  business 
man  prides  himself  on  his  conservatism  in  promptly 
charging  past  due  accounts  to  suspense,  and  it  is  often 
difficult  to  show  him  that  he  has  changed  only  the  name 
of  the  account  and  has  not  in  any  way  altered  its  nature 
as  an  asset,  unless  he  has  at  the  same  tune  opened  a  re- 
ser\'e  account  on  the  other  side  of  the  ledger,  offset  by 
a  corresponding  charge  to  profit  and  loss. 

36.  Reserve  for  bad  debts.— In  preparing  a  revenue 
account  at  the  close  of  a  fiscal  period,  the  liability  for 
loss  from  bad  debts  should  be  expressed  by  the  auditor, 
unless  it  has  already  been  taken  care  of  by  the  prompt 
charge  of  every  doubtful  account  to  suspense  and  the 
setting  up  of  a  reserve  accoimt  against  it.  He  must 
do  this  by  a  debit  to  profit  and  loss  and  a  credit  to  re- 
serve for  bad  debts  for  such  a  percentage  of  the  ac- 
counts as  the  experience  of  the  business  would  seem  to 
justify.  Some  say  that  this  percentage  should  be  on 
the  amount  of  the  total  sales  for  the  year,  others  that 
it  should  be  on  the  balance  due  from  customers  at  the 


end  of  the  year.  Either  method  is  logical,  as  the  risk 
of  loss  is  evidently  proportioned  to  the  amount  of  sales 
made  and  also  to  the  amount  still  unpaid.  The  auditor 
is  concerned  only  with  insisting  that  one  of  thejn  shall 
be  adopted  and  that  tlie  reserve  shall  be  adequate. 

When  such  a  reserve  for  bad  debts  has  been  set  up 
at  the  end  of  a  year,  the  actual  losses  during  the  next 
year  are  to  be  charged  against  the  reser\'e  and  not  to 
profit  and  loss.  The  reserve  was  the  estimate  of  the 
probable  loss.  Charging  the  actual  loss  to  it  is  simply 
expressing  the  result  of  the  estimate,  and  proving  its 
accuracy  or  the  reverse.  Any  errors  made  in  it  will  be 
adjusted  at  the  end  of  the  year  when  the  new  reserve 
is  set  up. 

General  business  conditions  should  be  taken  into  ac- 
count by  the  auditor  in  recommending  the  amount  of 
the  reserve.  In  the  same  business,  with  the  same  gen- 
eral line  of  customers,  the  losses  from  bad  debts  wiU 
often  vary  largely  in  years  of  business  depression 
compared  with  prosperous  periods. 

37.  Proving  up. — In  auditing  a  set  of  books  it  is  not 
usual  to  do  more  than  prove  up  the  accounts  receivable 
as  a  whole.  The  accounts  payable  are  proved  in  the 
same  way,  where  the  books  are  kept  in  a  proper  man- 
ner. In  such  a  set  of  books,  where  the  three  classes  of 
accounts  are  kept  distinct,  it  is  a  very  simple  matter  to 
prove  out  the  accounts  receivable  and  payable,  espe-" 
cially  if  a  controlling  or  representative  account  is  car-' 
ried  for  each  of  them  in  the  general  ledger.  In  the' 
ordinary  cash-book  and  journal  where  all  classes  of  ac*' 
counts  are  entered  in  the  same  column,  it  is  necessary  to^ 
resort  to  the  process  of  building  up  each  class  of 
counts.  When  all  the  general  items  have  been  checkedj 
to  the  ledger,  we  eliminate  all  items  so  checked.     I| 
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B  accounts  receivable  and  payable  are  mixed  on  the 
pages  of  the  ledger  it  will  be  necessary  to  prove  them  out 
as  a,  whole.  Starting  with  the  net  balance  at  the  be- 
ginning of  the  period,  we  cliarge  it  with  the  total  of  the 
sales  for  the  period,  less  any  sales  that  we  may  have 
found  charged  to  a  general  account,  such  as  would  be 
the  case  if  one  of  the  partners  or  otfieers  had  bought  any 
goods  which  were  charged  to  his  drawing  account.  We 
slso  charge  any  journal  debits,  and  debits  from  the  cash- 
book.  We  credit  it  with  the  total  receipts  as  shown  by^ 
the  cash-book  after  deducting  therefrom  the  general 
items  as  shown  by  the  check  marks,  with  the  total  of  the 
returned  merchandise  book,  if  such  a  one  is  kept  and 
with  cash  discount,  if  that  is  carried  in  a  column  and  the 
cash  is  entered  net.  The  resultant  balance  should  be 
the  net  balance  of  the  accounts  on  the  ledger,  which  we 
proceed  to  prove  by  adding  the  ledger  from  the  last 
balance  to  the  present  one.  It  is  very  common  for  an 
Miditor  to  check  the  trial  balance  taken  off  by  the  book- 
keeper, noting  the  starting  balance  as  well  as  the  ending 
nne,  but  some  auditors  prefer  to  make  their  own  hal- 
luces, putting  in  the  pages  but  not  the  names,  and  prov- 
ing from  their  own  previous  balance  to  the  new  one, 
«Dd  there  is  no  doubt  that  this  is  the  safer  plan,  as  it 
prevents  the  changing  of  a  balance  after  an  audit  has 
been  made. 

By  this  method  it  will  be  seen  that  the  accounts  re- 
ceivable and  payable  are  not  checked  individually  at 
''1,  but  this  is  not  necessary  for  the  purpose  of  a  thor- 
Wgh  audit.  It  will  not  detect  an  error  in  charging  or 
tilting  the  wrong  party,  but  such  an  error  can  safely 
*  left  for  correction  to  the  person  who  will  receive  a. 
"tatement  with  too  Uttle  credit  or  too  much  debit.  It 
'Ufficiently  proves  that  all  the  debit  items  have  been 
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charged  and  all  the  credit  items  credited  to  someone  chj 
the  ledger.  il 

As  an  absolute  proof  of  the  accounts  receivable  thert| 
is  no  method  better  than  for  the  auditor  to  mail  the 
monthly  statements  himself,  accompanied  with  a  re- 
quest that  any  discrepancies  be  reported  at  once  to  him 
on  a  blank  enclosed  for  that  purpose.  This  is  frequently 
done  in  England  but  is  not  so  customarj'  here,  except 
with  the  national  and  state  bank  examiners,  in  checking 
up  the  accounts  of  the  correspondents  of  the  bank  they 
are  examining.  Commercial  houses  are  not  accustomed 
to  receiving  these  notices  and  are  apt  to  misunderstand 
tliem  and  even  to  take  offense  at  them.  ' 

In  sending  out  these  statements  they  should  not  be 
enclosed  in  envelopes  bearing  the  return  request  card 
of  the  company  or  firm,  but  in  envelopes  with  the  ad- 
dress, though  not  necessarily  the  name,  of  the  accounfr" 
ant.  The  reason  for  this  is  that  if  there  has  been  any 
manipulation  in  certain  accounts,  the  bookkeeper  caj] 
furnish  false  addresses,  the  result  being  that  the  state- 
ments will  be  returned  to  the  office  of  the  company, 
where  the  bookkeeper  can  gain  possession  of  them  and 
destroy  them,  having  in  the  meantime  sent  the  corrected 
statements  to  the  proper  address. 
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38.  Responsibility    of    the    auditor. — The    responsi- 
bility of  the  auditor  for  the  correctness  of  the  inventory 
figures,  that  he  uses  in  making  up  his  statements,  de- 
pends somewhat  upon  tlie  nature  of  his  contract  with  his 
client.     He  is  sometimes  employed  to  take  the  inventory 
himself,  in  which  case  he  assumes  complete  responsibility 
for  it.     Usually,  however,  he  is  not  expected  to  do  more 
than  satisfy  himself  that  it  has  been  correctly  taken  by 
parties  famihar  with  the  business  who  can  be  relied  on 
lo  report  the  actual  quantities  on  hand.     The  ordinary 
foreman  is  usually  such  a  person.     If  left  to  himself 
te  will  make  as  correct  a  count  as  is  possible,  and  he  will 
"rdinarily  be  left  to  himself,  as  few  employers  would 
care  to  put  themselves  in  the  position  of  asking  him  de- 
liberately to  falsify  his  report.     The  auditor,  being  thus 
feasonably  sure  of  the  correctness  of  the  count,  should 
examine  the  prices  in  connection  with  the  invoices  of 
purchases,  to  ascertain  the  basis  of  the  valuation,  and 
SQould  prove  the  extensions  in  order  to  detect  careless 
'*'■  wilful  errors.     Unless  errors  in  either  valuations  or 
^^tensions  are  discovered  after  thorough  tests  have  been 
''^^de,  it  is  not  generally  considered  necessary  to  prove 
^'eiy  item. 

^9.  Raw  material. — The  word  "inventory"  is  usually 
Applied  only  to  those  assets  that  are  constantly  chang- 
^g  or  moving.  Among  these  is  "raw  material,"  which 
^  any  material  that  enters  into  the  product  of  a  factory 
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while  it  is  slill  in  the  condition  in  which  it  was  purchased 
and  before  any  work  has  been  done  on  it  by  that  factory. 
The  finished  product  of  one  factory  may  be  the  raw 
material  of  another.  For  instance,  pig-iron  may  be 
made  into  boiler  plates  in  one  factory,  these  made  into 
boilers  in  another  and  the  last  used  in  ship-building  in  an- 
other. The  pig-iron,  the  plates  and  the  boilers  emerge 
from  one  factory  as  finished  product  to  enter  another 
as  raw  material. 

40.  The  market  price. — A  custom  which  may  lead  to 
serious  error,  but  which  is  frequently  defended  by  man- 
ufacturers who  indulge  in  it,  consists  in  inventorying 
raw  material  at  the  market  price  when  that  is  greater 
than  the  actual  cost.  It  is  claimed  that  the  advance  in 
price  is  a  legitimate  profit  of  the  year  in  which  it  oc- 
curred, and  tlie  profit  and  loss  account  is  given  credit 
for  it,  while  it  remains  as  only  a  possible  profit  in  case 
the  market  does  not  react  before  the  material  is  made 
up  and  sold.  The  broad  principle  should  be  adopted 
that  no  profit  can  be  depended  upon  unless  the  goods 

are  actually  sold,  and  that  in  the  meantime  the  material 
should  be  carried  at  not  more  than  cost.  On  the  other 
hand,  when  the  market  price  of  the  raw  material  has 
dropped  since  its  purchase,  the  conservative  man  will 
carry  it  at  the  lower  price  in  the  inventory.  In  other 
words  the  advice  usually  given  by  the  careful  auditor  is 
'  to  carry  the  goods  at  whichever  price  is  the  lower,  the 
original  cost  or  the  market  rate.  If  this  is  an  error,  it 
is  certainly  one  on  the  safe  side,  and  if  there  are  any  sur- 
prises in  store  for  the  man  who  follows  it,  they  will  prove 
to  be  pleasant  ones,  while  the  other  course  may  lead  to 
consequences  that  will  be  disagreeable  if  not  disastrous. 

41.  Freight  costs. — The  cost  of  getting  the  material 
into  factory  is  a  legitimate  part  of  its  value  in  the  in- 
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rentorj'.     Freight  is  one  element  of  such  cost,  conse- 

(quently  "freight  in"  should  always  be  kept  separate 
frMn  "freight  out,"  the  former  being  part  of  the  cost 
of  the  material,  while  the  latter  is  a  selling  or  trading 
expense. 

It  is  hardly  necessary  to  say  that  the  auditor  must  take 
precautions  to  prevent  the  inclusion  in  the  inventory  of 
anj-  material  that  has  not  been  paid  for  either  in  cash  or 
bv  credit  to  the  persons  from  whom  it  was  purchased. 
Equally  careful  must  he  be  to  see  that  no  goods  held  on 
j  consignment  only  are  included.  They  should  always  be 
separately  listed  both  as  to  the  goods  themselves  and  as 
to  the  credit  account  which  offsets  them. 

■(2.  Product  in  process  and  finished. — As  soon  as  any 
work  is  done  on  raw  material  it  becomes  "product  in 
process  of  manufacture,"  and  the  cost  of  the  work  done 
is  to  be  added  to  its  value.  This  is  called  "earned  shop 
cost"  and  increases  with  each  process  until  the  goods 
reach  the  shipping  room,  when  they  are  "finished  prod- 
uct." 

In  an  inventory  of  finished  or  partly  finished  goods 
nothing  should  be  put  down  at  a  higher  figure  than  its 
actual  cost.  The  cost  will  include  all  the  elements,  di- 
rect and  indirect,  that  have  so  far  entered  into  the  pro- 
liuction  of  the  finished  goods  or  those  in  process  of  com- 
pletion. The  practice  of  listing  finished  articles  at  the 
selling  price  less  the  supposed  cost  of  selling,  is  common, 
hut  cannot  be  defended  unless  some  way  is  found  to 
guarantee  the  future  market  price  and  also  the  selling 
wnditions.  The  cost  of  selling  for  previous  years  is 
fi"!  always  a  safe  criterion  for  the  coming  twelvemonth- 
"ith  a  given  numl)er  of  salesmen  on  the  road,  or  a 
given  running  expense  in  the  store,  the  comparative  sell- 
"ig  cost  varies  to  a  certain  extent  with  the  volume  of 
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business  done,  so  that  a  diminished  trade  would  increase 
the  selling  cost  and  impose  an  additional  burden  on  the 
current  year  that  may  be  already  showing  bad  results, 
owing  to  tile  reduction  in  the  volume  of  trade  and  con- 
sequently in  the  gross  profits. 

48.  Complications  icitk  underlying  companies. — A 
complication  arises  in  the  case  of  a  large  company  which 
is  in  reality  a  combination  of  several  underlying  com- 
panies. When  the  finished  product  of  some  of  these 
companies  is  used  as  raw  material  by  some  of  the  others 
the  question  arises  as  to  the  basis  on  which  the  produc- 
ing company  sliall  charge  out  its  product  to  the  con- 
suming company.  Some  accountants  have  taken  the 
ground  that  all  such  charges  shall  be  at  actual  cost  and 
that  no  profit  shall  be  shown  until  the  material  is  finally 
worked  up  and  sold  by  the  finishing  company,  that  un- 
less this  is  done  the  inventories  of  the  various  companies 
will  be  carrying  an  unrealized  profit  on  all  material  re- 
ceived from  previous  companies.  As  far  as  the  regular 
operations  are  concerned,  it  would  seem  advisable  to 
take  over  from  one  company  to  another  products  at  a 
[  fair  margin  of  profit,  provided  that  by  so  doing  the  cost 
'  is  not  made  greater  than  the  same  goods  could  be 
I  obtained  for  in  the  open  market.  In  no  other  way  could 
the  earning  value  of  each  underlying  company  be  ascer- 
tained, for  otherwise  the  only  earning  company  in  the 
combination  would  be  the  one  that  finally  finished  and 
sold  the  goods.  This  reasonable  profit  would  then  be- 
come an  entirely  legitimate  part  of  the  cost  to  the  con- 
suming company  in  just  the  same  way  that  it  would 
have  been  a  part  of  the  cost  in  case  the  goods  had  been 
purchased  from  an  entirely  independent  outside  pro- 
ducer. From  this  reasoning  it  would  appear  proper 
for  the  consuming  company  to  inventory  all  goods  re- 
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oeiTed  from  a  piodadng  company  at  the  price  aUowed 
the  latter  in  the  r^nlar  course  of  operatkxis,  in  spite 
of  the  fact  that  in  a  sense  the  two  ccnnpanies  are  really 
one  and  participate  in  the  benefit  of  the  apparent  profit 
that  has  been  made.  It  mig^t  perhaps  be  clearer  if  this 
apparent  profit  is  not  called  a  profit  as  far  as  the  general 
operations  of  the  combination  are  concerned,  but  is  con- 
sidered a  saving  in  cost. 

44.  A  uniform  bans  of  valuation  desirable. — As  the 
inventory  is  one  of  the  principal  factors  in  the  revenue  ac- 
count, it  is  important  that  it  shall  always  be  taken  on  the 
same  basis.    It  is  dear  that  an  overvaluation  at  the  begin- 
ning and  an  undervaluation  at  the  end  of  the  fiscal 
period  will  reduce  the  profits  of  the  period,  and  that  con- 
verse treatment  will  increase  them.     It  mav  not  be  so 
<!lear  to  an  auditor,  however,  that  it  is  his  duty  to  advise 
that  the  basis  shall  not  only  be  the  same,  but  that  it  shall 
also  be  as  nearly  as  possible,  a  true  basis.     Some  men 
who  pride  themselves  on  their  conservatism  will  take  10 
or  even  25  per  cent  off  ML  the  fair  cost  value  of  their  in- 
ventories.    In  the  long  run,  of  course,  it  makes  no  dif- 
ference in  final  results,  but  as  between  different  years 
the  basis  of  comparison  is  entirely  destroyed  if  the  in- 
ventories are  not  virtually  uniform  in  value.     A  little 
reflection  will  show  that,  if  the  inventory  is  very  small 
at  the  b^inning  and  very  large  at  the  end  of  the  year, 
and  both  inventories  have  been  reduced  25  per  cent  be- 
low a  reasonable  value,  the  profits  of  the  year  have  been 
understated  by  an  amount  equal  to  25  per  cent  of  the 
difference  between  the  inventories.     If  the  reverse  con- 
diticms  obtain  the  next  year,  the  profits  will  be  in  a  cor- 
respcmding  degree  overstated,  the  result  being  that  in 
two  years  of  perhaps  actually  equal  prosperity  the  con- 
shown  by  the  revenue  statement  may  be  largely 


AUDITING 


t 


at  variance.  Unless  the  auditor  understands  the  prin- 
ciples involved  in  the  treatment  of  inventories  he  is  liable 
to  be  puzzled  when  called  upon  by  a  client  to  explain 
some  such  anomaly  as  this. 

45.  Machinery  and  tools. — While  the  auditor  is  not 
supposed  to  he  an  appraiser,  he  is  expected  to  know  the 
general  principles  governmg  the  valuation  to  be  placed 
on  assets  appearing  in  the  accounts.  This  is  not  dif- 
ficult in  the  case  of  those  which  we  have  already  con- 
sidered. Being  quick  assets  their  value  is  soon  deter- 
mined, for  if  they  are  not  quickly  realized  their 
deterioration  is  at  once  manifest.  But  the  case  is  dif- 
ferent with  those  assets  that  are  designated  as  fixed, 
that  is  those  that  are  intended  to  be  kept  for  use  and 
whose  value  is  not  to  be  based  on  what  they  would  realize 
in  cash.  Among  these  are  machinerj'  and  tools.  There 
is  apt  to  be  some  uncertainty  as  to  the  value  to  be  placed 
on  new  machinery  bought  for  a  definite  price  but  re- 
quiring considerable  expense  for  installation.  As  the 
machinery  is  of  no  value  to  the  business  until  it  is  set 
up,  tested  and  ready  for  use,  tliere  seems  no  reason  for 
doubting  that  its  cost  includes  not  only  its  original 
purchase  price,  but  also  all  the  expense  legitimately 
incurred  in  instalhng  it  and  experimenting  with  it  until 
it  is  ready  to  become  a  producing  power. 

46.  Machinery  made  by  the  factory. — When  a  factory 
makes  some  of  its  own  machinery  there  is  always  a  ques- 
tion as  to  the  value  to  be  placed  on  it  when  finished. 
One  view  is  that  it  should  be  valued  at  whatever  it  would 
have  cost  if  purchased  on  the  open  market  from  another 
factory.  Mr.  A.  Lowes  Dickinson  clearly  expresses 
what  seems  to  be  the  correct  view  of  this  matter  when  he 
says: 
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Mmagers  of  the  operatiiig  departments  of  a  factory  fre- 
quently daim  that  they  should  be  aDowed  to  charge  a  profit  on 
oonstmctkHi  work  carried  out  for  their  own  mills,  on  the  ground 
tfiat  if  the  work  were  done  outside  they  would  have  to  pay  a 
profit,  and  at  the  same  time  would  set  free  their  own  facilities 
to  carry  out  additional  work  at  a  profit  for  outside  customers, 
and  they  eren  go  so  far  as  to  say  that  if  they  cannot  charge  a 
profit  on  construction  work  carried  out,  they  will  in  future  have 
the  work  done  on  outside  contracts.     It  must  be  admitted  that 
this  is  a  plausible  argument,  but  a  little  further  consideration 
.  win  show  that  it  is  fallacious.     There  is  here  a  confusion  be- 
I  tween  a  profit  and  a  saying.     The  reason  that  a  concern  under- 
takes its  own  construction  work  in  place  of  letting  outside  con- 
tncts  therefor,  is  that  it  can  by  that  means  effect  a  saving  in 
its  expenditure  by  taking  advantage  of  its  own  capital  and  f  a- 
nlities  to  carry  out  the  work  instead  of  using  the  organization 
uk]  the  capital  of  others,  upon  which  it  would  have  to  pay  a 
profit     Tie  saving  so  effected  is  of  considerable  advantage,  in 
that  it  reduces  the  amount  of  capital  invested,  and  its  future 
earnings  will  represent  a  larger  return  on  the  investment.     More- 
over, it  is  seldom  true  that  the  use  of  its  own  facilities  for 
construction  expenditure  reaUy  means  the  throwing  away  of 
profitable  work  tor  outsiders,  which  would  otherwise  have  been 
Qndertaken.     It  is  doubtful  if  any  well-managed  concern  ever 
^uses  profitable  orders,  because  of  its  own  construction  work. 
Its  organization  can  and  will  almost  automatically  expand  suffi- 
ciently to  provide  for  any  increase  in  its  operations  which  is 
likely  to  be  thrown  upon  it.     Moreover,  if  a  sum  be  added  to 
the  cost  of  construction  and  credited  to  profit  and  loss,  to  rep- 
resent the  profit  which  would  have  been  earned  by  the  company 
if  the  work  had  been  done  for  outsiders  instead  of  for  itself, 
this  profit  can  only  be  made  available  for  distribution  by  in- 
creasing the  amount  of  capital  contributed  for  the  new  construc- 
tion work,  and  it  can  hardly  be  considered  good  financial  policy 
to  increase  indebtedness  for  the  purpose  of  paying  dividends. 
The  only  sound  principle  that  can  be  adopted  is  to  charge  to 
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construction  all  costs  and  expenses  which  are  directly  attribu- 
table to  that  construction,  but  nothing  for  indirect  expenses, 
interest  or  profit. 

If  this  masterly  statement  of  the  matter  needed  any 
corroboration,  it  might  be  added  that  the  operating  ac- 
cowits  of  the  business  as  a  whole,  eventually  realize  the 
profit  or  savmg  by  the  reduction  in  the  amount  of  de- 
preciation that  is  annually  charged  off  against  the  smaller 
valuation. 


CHAPTER  VIII 


DEPRECIATION 


47.  Difference  between  depreciation  and  fluctuation. 
— The  auditor  should  be  thoroughly  conversant  with  the 
principles  that  govern  the  allowance  that  must  be  made 
for  depreciation  in  the  case  of  all  fixed  assets  except 
land.  It  is  Important  at  the  outset  that  he  shall  dis- 
tiguish  between  "depreciation"  and  "fluctuation."  De- 
preciation is  that  lessening  of  the  value  of  an  asset  that 
must  necessarily  take  place  in  consequence  of  the  use 
of  that  asset,  while  fluctuation  is  a  change  in  value  which 
is  not  caused  hy  use  but  is  the  result  of  outside  in- 
fluences which  may  be  either  favorable  or  unfavorable. 
Fluctuation,  therefore,  may  be  either  upward  or  down- 
ward, but  depreciation  must  necessarily  always  he  down- 
ward. As  the  fixed  assets  are  not  held  for  sale, 
hut  for  use  in  producing  floating  assets  that  are 
intended  for  sale,  the  fluctuation  in  value  is 
Hot  an  element  of  the  manufacturing  or  trad- 
ing operations  of  a  business,  and  is,  therefore,  ignored  in 
the  accounts  when  favorable  and  only  included  in  them, 
when  unfavorable,  when  it  is  evident  that  the  decline  in 
Value  is  permanent.  Even  then  it  must  not  be  charged 
against  the  operating  profits  of  any  given  year  hut 
agamst  "surplus"  itself,  as  an  accidental  or  extraneous 
loss  to  he  borne  by  the  whole  history  of  the  business  of 
which  "surplus"  is  the  epitome  or  general  summary. 
A  favorable  fluctuation  would,  however,  find  expression 


in  the  accounts  in  case  of  a  radical  change  in  the  pro- 
prietorship as  when  a  new  partner  is  taken  in,  or  an  old, 
one  bought  out,  or  when  the  entire  business  is  sold  to 
new  parties. 

48.  Depreciation  always  present. — Depreciation,  be- 
ing inherent  in  the  very  nature  of  all  fixed  assets  except, 
land,  must  find  expression  in  the  accounts,  and  it  is  an^ 
auditor's  duty  to  insist  that  it  shall  do  so.  It  is  often: 
contended  by  a  manufacturer  that  his  machinery  is  kept; 
in  so  complete  a  condition  of  repair  that  it  is  always  asi 
good  as  new  for  his  purposes,  and  that  no  depreciation] 
should  be  allowed  for.  While  the  auditor  must  take 
into  consideration  the  extent  to  which  repairs  and  re- 
placements are  made  and  can  provide  a  lower  rate  of' 
depreciation  where  these  are  ample  than  in  cases  where, 
they  are  insufiicient,  it  is  still  true  that,  however  exten-' 
sive  the  repairs  are,  there  is  a  constant  lessening  of  value 
from  wear  and  tear  that  will  eventually  result  in  the' 
necessity  for  a  complete  replacement.  As  this  is  a  grad-' 
ual  process  resulting  from  constant  use,  it  should  be  ex-- 
pressed  in  the  accounts  by  a  gradual  charge,  in  ordef' 
that  each  year's  operation  shall  stand  its  fair  share. 

49.  Causes  of  depreciation. — The  causes  that  bring; 
about  depreciation  in  an  asset  are: 

(1)  Employment  or  use  tending  to  wear  it  out.  The' 
mere  fact  that  a  machine  has  been  used  at  all,  however 
httle,  makes  it  second-hand  and,  therefore,  much  les«' 
valuable.  The  fact  that  its  market  value  has  beeili 
largely  diminished  is  not  a  measure  of  its  depreciation^! 
since  it  is  not  intended  to  he  sold,  but  is  a  fluctuation  iaj 
price  to  which  no  attention  need  be  given. 

(2)  Lapse  of  time.  Not  only  do  such  assets  as  ma^j 
chinery  and  buildings  depreciate  while  being  used,  but 
the  process  continues  while  they  are  idle.     In  soj 
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cases  the  depreciation  is  greater  when  idle  than  when  in 
active  operation. 

(8)  Obsolescence.  Frequently  when  a  machine  has 
been  in  use  satisfactorily  for  a  comparatively  short  time 
it  is  rendered  obsolete  by  the  invention  of  a  more  eflFective 
machine  for  which  the  old  one  must  be  discarded.  It 
sometimes  happens  that  an  unexpected  enlargement  of 
the  business  requires  larger  machines  of  the  identical 
kind  now  in  use,  where  two  small  machines  are  not  as 
available  as  one  large  one  or  where  the  smaller  is  alto- 
gether useless,  as  in  the  case  of  a  switch-board  in  a  tele- 
phone company  that  has  only  one.  In  these  cases  the 
depreciation  is  extremely  rapid,  but  nevertheless  it  must 
be  provided  for. 

(4)  Accidents.  These  include  such  contingencies  as 
damages  to  overhead  wires  from  sleet  storms,  lightning 
striking  wires  beyond  the  arresters,  explosions  in  a  gas- 
works caused  by  imdetected  leaks  and  similar  occur- 
rences that  cannot  be  foreseen.  They  hardly  come  under 
the  head  of  depreciation,  however,  and  should  be  pro- 
vided for  by  a  separate  reserve,  except  in  those  cases 
where  the  results  would  not  be  classed  as  catastrophes. 

50.  Elements  of  depreciation. — The  various  elements 
which  determine  the  amount  to  be  charged  for  depreci- 
ation of  any  asset  are : 

( 1 )  The  original  cost,  including,  as  we  have  seen,  the 
cost  of  installation. 

(2)  The  estimated  life,  or  the  time  during  which  the 
asset  may  be  fairly  expected  to  do  effective  work.  There 
are  often  a  great  many  points  to  be  considered  in  mak- 
ing this  estimate.  For  instance  the  length  of  time  which 
a  gas  main  will  last  will  depend  on  the  character  of  the 
soil  in  which  it  is  laid,  on  the  climate,  which  may  be  al- 
ternately very  wet  and  very  dry,  and  on  the  nature  of 

xi-^ 
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the  gas  which  may  or  may  not  contain  chemicals  which 
will  corrode  the  iron.  No  hard  and  fast  rule  can  be  laid 
down  for  any  class  of  assets,  the  only  safe  guide  being 
experience  under  the  same  or  similar  conditions. 

(8)  The  expenditure  for  repairs  or  maintenance.  It 
is  manifest  that  if  a  machine  is  allowed  to  become  badly 
out  of  repair,  it  will  deteriorate  much  more  rapidly  than 
one  that  is  constantly  kept  in  good  order. 

(4)  The  scrap  value.  If  the  object  is  such  that  it 
will  have  a  considerable  realizable  value  when  it  is  no 
longer  fit  for  use  in  a  particular  business,  the  deprecia- 
tion would  naturally  be  less  than  if  it  is  of  no  value  what- 
ever or  if  the  value  is  so  small  that  it  may  be  ignored. 

(5)  The  probability  of  obsolescence.  This  would  be 
particularly  the  case  with  special  machinery  of  a  new 
type  which  is  liable  to  be  materially  improved  upon,  or 
that  is  intended  to  manufacture  some  article  the  demand 
for  which  rests  upon  some  fashion  or  fad  that  may  be 
evanescent. 

Attempts  have  been  made  to  construct  from  these  data, 
depreciation  tables  similar  to  the  mortality  tables  of  life 
insurance  companies.  The  variation  is  so  great,  not 
only  between  different  classes  of  assets,  but  also  between 
assets  of  the  same  class  in  diflferent  circumstances,  that 
the  auditor  is  wise  who  refuses  to  attempt  such  a  task, 
but  contents  himself  with  ascertaining  that  the  amount 
which  is  adopted  as  reasonable  is  based  on  the  best  obtain- 
able data  in  regard  to  the  particular  assets  with  which  he 
is  concerned. 

51 .  Methods  of  charging  depreciation. —  ( 1 )  Writing 
off  an  arbitrary  amount.  This  is  often  done  for  the  sake 
of  equalizing  profits,  a  large  amount  being  charged  oflF 
in  very  prosperous  times  and  perhaps  none  at  all  when 
business  is  poor.     This  is  not  only  a  false  statement  of 
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the  actual  conditions  of  the  depreciation,  but  it  results 
in  a  false  statement  of  the  general  operations  of  the  bus- 
iness which  ought  to  reflect  the  diflFerence  between  good 
and  bad  years,  and  it  should  be  unreservedly  condemned 
by  the  auditor. 

(2)  Charging  oflf  a  certain  fixed  percentage  of  the 
original  cost,  dependent  on  the  estimated  life.  The  ob- 
jection to  this  method  is  that  the  charge  is  the  same  each 
year  and  there  is  no  adjustment  between  depreciation 
and  repairs.  It  is  generally  considered  that  as  repairs 
are  apt  to  be  heavier  in  the  latter  years  of  the  life  of  an 
asset,  the  depreciation  should  be  heavier  at  first  and 
should  gradually  diminish,  thus  equalizing  the  burden. 

(8)  Charging  off  a  certain  fixed  percentage  on  the 
diminishing  value.  As  the  value  diminishes,  the  amount 
at  the  fixed  percentage  will,  of  course,  be  less  each  year, 
providing  for  the  increase  of  repairs  and  equalizing  the 
total  charge  to  operating  cost.  This  method  also  pro- 
vides for  a  small  residual  value,  since  the  entire  cost 
can  never  be  fully  taken  up.  For  these  reasons,  this  is 
4e  method  usually  adopted  by  the  best  authorities. 

(4)  The  annuity  method.  Hatfield  in  his  excellent 
work  on  "Modem  Accounting,"  says  that  this  "rests 
upon  the  assimiption  that  the  cost  of  production  includes 
not  only  repairs  and  the  depreciation  of  machinery,  but 
as  well  interest  on  the  amount  of  capital  invested  in  the 
niachine.  Depreciation  on  this  theory  should  be  a  sum 
figured  as  a  constant  annual  charge  sufficient  not  only  to 

^te  off  the  decline  in  value,  but  also  to  write  off  annual 

• 

^terest  charges  on  its  diminishing  value."  After  giv- 
ing an  example  and  the  rule  for  ascertaining  the  amount 
of  the  annuity  he  continues : 

The  use  of  this  system  implies  that  at  the  time  interest  is 
<^harged  to  the  plant  there  is  a  corresponding  credit  to  interest 
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no\*tnint,  consequently  the  net  result  to  profit  and  loss  account 
tnkni  n.H  a  whole  is  that  there  Is  an  equal  annual  charge  of  de- 
pi^HMMtion  and  a  diminishing  annual  credit  for  interest. 

All  olijiH^tion  to  this  method  is  that  it  introduces  the  custom 
Kit  iiinrkini^p  up  the  value  of  assets  by  an  allowance  for  assumed 
iutoiVMt.  Furthermore,  unless  interest  is  charged  on  all  capital 
iuvisitisli  Uiit  merely  on  that  subject  to  depreciation,  there  is 
u  li>|jivHl  inconsistency  in  reckoning  it  in  depreciation. 

fti.  Depreciation  an  estimate. — A  further  objection 
Im  Ihut  it  luit'ssitates  a  complicated  calculation  to  ascer- 
luiii  Ww  rxuot  amount  that  will  be  necessary  each  year  to 
riiltUl  the  iHUiditions.  It  is  an  attempt  to  make  an  ac- 
i'liruli-'  Mlutrincnt  of  a  problem  which  is  not  capable  of 
ii-sm^l  tiVHtineiit,  for  it  must  not  be  forgotten  that  the 
whulu  lUHtlrr  of  depreciation  rests  entirely  on  an  esti- 
mulis     Am  Dr,  Frederick  A.  Cleveland  says: 

Ik  iiu.v  i^uniis  however,  a  depreciation  table  is  nothing  but  a 
ltii\iait  «>!'  Ilu^  pnihnhlc  wasting  of  an  asset.  The  table,  itself, 
(N  i\  \\\\\\k\  i»r  H  juilgment  made  in  advance,  which  the  book- 
kt»|Mi  in  u  \*lvrionl  way  applies  to  the  account  to  be  handled. 
I  Ui>«  hulf^uu'ul  \\\\\y  he  found  to  be  erroneous  and  may  not  be 
Im'MM-  *»nl  h,v  vsptTionce.  The  accountant  should,  therefore, 
tiiMuiii.  liidU  4«  lo  tho  premises  or  foundation  for  the  initial 
|ih)MUi\Mt  (u  4(HHirdniioo  with  which  the  table  was  compiled  and 
I .  Ivi  wUvlli*  i^  H«  U\V  n«*  possible,  this  result  is  checked  by  experi- 
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\\\  \\\\\i\\x\\\\\)i  lo  this  idea  the  auditor,  in  addition  to 

»lu  '  v\  vvi*^^  ^''  '^*^  '*^*^'  judgment,  would  do  well  to  ad- 

\\s\   iHiUnlUHil  vnhiation  of  fixed  assets  by  a  pro- 

ii.u^l    ^4imUoi\     As  this  appraisement  is  usually 

. .  !i  vviiU  V  x^v  \>  \^^  «  possible  fire  insurance  settlement, 

.        X  \  ^*svi^^^  ''^♦^^^  *'^**  ^^^^  value  at  which  the  assets 

..^^viwl  s^u  >bt»  lH>(>ks.     It  is  not  obligatory  to 

vv  \\*\  \-^U^^^'**'^  ''^  **"^*'^  ^  Qfi^Q^  but  it  will  be  very 
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useful  in  determining  the  future  rate  of  depreciation  to 
know  to  what  extent  the  past  rate  has  varied  from  that 
established  by  the  judgment  of  an  expert. 

5S.  Expressing  depreciation  on  the  books. — ^There 
are  three  methods  of  handling  depreciation  in  the  ac- 
counts. 

( 1 )  WritiQg  down  the  asset  by  a  charge  to  profit  and 
loss  and  a  credit  direct  to  the  asset  account.    By  this 
method  the  original  cost  and  often  the  insuring  value 
are  lost  sight  of.    The  cost  of  replacing  an  asset  is  the 
basis  of  fire  insurance  regardless  of  economic  reasons 
whidi  may  make  it  advisable  to  carry  it  at  a  lower  figure. 
In  the  case  of  a  sawmill  located  in  a  lumber  region 
where  the  stumpage  will  be  exhausted  in  a  definite  num- 
ber of  years,  the  mill  will  be  of  little  value  at  the  end  of 
that  time  and  depreciation  must  be  calculated  with  that 
consideration  in  mind  for  the  purposes  of  the  business, 
but  that  will  not  affect  the  insurance  value  in  the  mean- 
time. 

(2)  Crediting  a  general  depreciation  reserve  account 
with  the  depreciation  on  all  classes  of  property.  The  ob- 
jection to  this  method  is  that  there  is  no  way  to  tell  just 
bow  any  particular  asset  stands  on  the  books,  without 
^tnalyzing  the  reserve  account  from  the  beginning. 

(8)  Crediting  a  specific  reserve  account  for  each  in- 
dividual asset.  This  is  universally  considered  the  best 
Daethod,  as  it  shows  exactly  the  condition  in  regard  to 
c^  asset.  When  an  article  is  finally  discarded  its 
original  cost  is  credited  to  the  asset  account  and  charged 
to  the  reserve,  the  new  one  replacing  it  being  charged 
to  the  asset  account.  The  relation  between  the  asset  ac- 
^unt  and  the  reserve  being  kept  clear,  it  is  always  pos- 
sible to  ascertain  whether  a  proper  depreciation  has  been 
charged  off. 
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The  first  and  third  methods  may  sometimes  be  ad- 
vantageously combined  when  actual  depreciation  can  be 
closely  estimated,  by  writing  down  the  asset  to  the  ex- 
tent of  actual  depreciation  and  in  addition  setting  up  a 
further  amount  as  a  reserve  against  possible  obsolescence 
or  accidents. 

In  the  case  of  a  wasting  asset  whose  life  is  accurately 
known  the  first  method  may  be  employed,  because  the 
shrinkage  in  value  is  rather  a  result  of  consumption 
than  of  ordinary  depreciation  from  wear  and  tear.  Such 
an  asset  would  be  a  patent  right  or  a  long  term  lease, 
both  of  which  diminish  in  exact  proportion  each  year. 

54.  When  an  asset  is  sold. — If  an  asset  on  which  de- 
preciation has  been  regularly  credited  to  a  specific  re- 
serve is  sold,  the  proper  way  to  enter  the  transaction  on 
the  books  is  to  ascertain  the  actual  carrying  value  of  the 
asset,  to  credit  the  asset  account  with  the  original  cost 
and  to  charge  the  reserve  with  the  amount  hitherto  cred- 
ited to  it  for  that  asset.  The  difference  between  these  is 
the  value  at  which  the  asset  is  being  carried.  The  differ- 
ence between  this  value  and  the  cash  received  must  be 
charged  or  credited  to  "surplus"  as  tlie  loss  or  profit  on 
the  sale. 

To  make  this  possible  and  also  for  the  purpose  of  ob- 
taining valuable  information  in  regard  to  the  carrying 
valuation  of  specific  items,  such  as  macliinerj-,  it  is  an 
excellent  plan  to  keep  a  list  of  such  assets  in  a  book  pro- 
vided with  columns.  On  the  line  after  the  name  of  each 
asset  and  its  original  cost  should  be  entered  the  deprecia- 
tion charged  against  it,  by  the  credit  to  reserve,  for  the 
year,  the  total  of  that  column  being  naturally  the  total 
credit  to  reserve  for  the  year.  By  bringing  the  totals 
forward  each  year  the  carrying  value  of  an  asset  is  at 
once  ascertained. 


CHAPTER 

BUILDINGS 

55.  Should  be  carried  at  original  cost — ^Buildings 
owned  by  the  business  should  be  carried  on  the  books  at 
their  original  cost.  In  arriving  at  the  cost  of  a  building 
every  item  that  enters  into  its  construction  or  is  caused 
by  it  is  a  legitimate  element  of  the  amount.  If  a  build- 
ing replaces  an  old  one  that  was  of  no  use  at  the  time  the 
land  was  purchased  and  that  was  not  considered  in  the 
purchase  price,  the  cost  of  tearing  down  the  old  building 
is  a  legitimate  part  of  the  cost  of  the  new  one.  This 
would  also  be  the  case  with  a  bonus  paid  to  a  tenant 
whose  lease  ran  beyond  the  time  at  which  the  new  owner 
desired  to  demoUsh  the  building.  Of  course,  any  money 
received  from  the  sale  of  material  from  the  old  building 
would  be  a  credit  to  the  cost.  Interest  on  the  money 
paid  to  the  contractors  should  also  be  included.  If  bonds 
are  sold  at  a  discount  to  provide  funds  for  the  building 
it  is  often  claimed  that  the  discount  should  be  charged 
to  the  construction  account  as  part  of  the  cost,  since  it  is 
in  reality  interest  paid  in  advance,  but  this  reasoning  is 
fallacious,  as  we  shall  see  when  treating  of  the  auditing 
of  the  bond  account.  Taxes  and  insurance  up  to  the 
time  the  building  is  ready  for  occupancy,  together  with 
*ny  other  expense  for  supervision  or  administration  are 
properly  chargeable.  The  day  that  the  building  is 
completed  and  ready  for  use  by  its  owner  either  for  him- 
self or  for  rental  to  others,  all  this  cost  stops  and  oper- 
ating expense  begins.     After  this  the  only  additions  to 
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the  cost  must  be  in  the  shape  of  items  which  are  clearly 
and  unmistakably  betterments;  that  is,  they  must  dis- 
tinctly add  to  the  value  of  the  building.  If  they  con- 
sist of  the  replacement  of  poorer  by  better  elements,  the 
difference  in  cost  is  the  only  thing  that  can  be  charged  to 
it  as  an  asset. 

56.  Factors  determining  depreciation. — No  sooner  is 
the  building  finished  than  depreciation  begins.  The  gen- 
eral subject  of  depreciation  having  been  discussed,  it  is 
only  necessary  in  this  connection  to  say  that  the  amount 
to  be  charged  off  each  year  depends  on  tlie  probable  life 
I  of  the  building,  which  is  governed  by  tlie  strengtli  of  its 
I  CMnstructton  and  the  character  of  the  use  to  wliich  it  will 
be  put.  If  it  is  to  be  filled  with  very  heavy  machineiy 
it  will  naturally  not  last  as  long  as  if  the  machinery  were 
light. 

A  greater  allowance  for  depreciation  should  be  made 
in  the  case  of  a  building  whose  cost  has  included  extraor- 
dinary items  than  where  only  tlie  actual  cost  of  material 
and  labor  has  been  charged  to  it.  If  the  building  is  on 
leased  ground  and  reverts  to  the  holder  of  the  fee  at  the 
I  vsid  of  the  lease,  the  whole  cost  must  be  provided  for 
I  dutf-inK  the  life  of  the  lease. 

IA  the  operation  of  the  business  an  account  should  be 

nUl  "building  expense  and  repairs,"  which  together 

b^A  depreciation  mil  constitute  the  rent  that  the 

s  MVS.     It  is  perfectly  legitimate  to  include  also 

fri^lvrt'st  on  the  cost.     If  preferred,  the  operating 

t  tff  the  business  may  be  charged  a  fair  rental 

rtv,  which  will  be  credited  to  the  "building 

■  ^Nount,  and  in  this  way  it  will  be  shown 

I  owoKTsli'P  of  tlie  property  is  a  paying  in- 

mtftcu  Iftnd  is  owned  it  should  appear  on 
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the  books  at  its  fair  cash  value.  This  would  be  its  cost 
if  it  were  purchased  by  the  business,  or  the  fair  market 
value  if  it  were  taken  over  at  the  formation  of  the  com- 
pany. Any  permanent  improvements,  such  as  sewers, 
water  pipes,  roadways  or  sidewalks  can  be  added  to 
this  value  at  their  first  cost.  Repairs  or  replacements, 
such  as  repaving,  must  be  treated  as  items  of  expense. 

58.  When  the  land  increases  in  value. — One  of  the 
most  perplexing  questions  in  this  connection  concerns 
the  value  of  real  property.  If  a  factory  is  started  on 
land  bought  in  an  improving  neighborhood  and  the  mar- 
ket price  of  the  land  doubles  in  any  given  time,  is  it 
right  to  cany  the  land  on  the  books  at  its  increased 
value  and  thus  offset  the  cost  of  replacing  the  building 
which  has  deteriorated  to  an  equal  extent?  At  first 
sight  it  would  seem  to  be  a  proper  thing  to  do,  but  it  will 
not  be  so  plain  if  we  ask  in  what  way  this  business  has 
been  benefited  by  the  accidental  rise  in  value.  If  con- 
veniences in  the  way  of  better  shipping  facilities  or 
cheaper  raiboad  connections  have  tended  to  lessen  the 
cost  of  handling  the  goods,  some  increase  in  valuation 
may  be  allowed  as  an  expresi^ion  of  the  value  of  the  sav- 
ing in  expense,  but  if  all  conditions  remain  the  same,  it 
is  difficult  to  see  why  the  profits  of  the  business  should 
be  swollen  by  the  admission  of  an  unrealized  element, 
still  less  why  a  dividend  should  be  based  on  such  gain. 
If  the  land  is  actually  sold  and  the  factory  moved  to  a 
cheaper  location,  there  would  be  no  objection,  but  until 
rt  IS  actually  sold  the  profit  is  not  realized  and,  therefore, 
not  made.  There  is  nothing  to  guarantee  the  stability 
of  the  new  market  price,  which  may  drop  back  to  the 
old  figure  and  necessitate  some  awkward  entries  to 
the  debit  of  the  profit  and  loss  account,  especially  if  the 
supposed  profit  has  been  divided  in  cash  among  the 


partners  or  stockholders.  In  a  celebrated  English  case 
it  was  decided  that  the  directors  were  personally  liable 
for  money  thus  paid  out  in  dividends  based  on  the  in- 
crease of  the  value  of  land  which  was  not  sold,  and 
which  subsequently  depreciated  to  such  an  extent  as  to 
impair  the  capital  of  Uie  company. 

59.  When  land  is  donated. — Another  perplexing 
question  is  frequently  met  by  tlie  auditor  when  exam- 
ining the  accounts  of  a  factory  that  has  been  induced  to 
move  to  a  small  city  by  the  conditional  donation  of  land. 
We  will  assume  that  the  land  is  fairly  worth  $30,000  at 
the  time  the  factory  moves  to  the  city,  and  that  the  con- 
ditions are  that  the  title  shall  vest  in  the  factory  com- 
pany at  the  end  of  five  years,  provided  it  shall  have 
given  continuous  employment  in  the  meantime  to  an 
average  of  three  hundred  men.  Since  the  title  is  condi- 
tional, it  is  manifest  that  no  value  can  be  carried  on  the 
books  to  represent  the  land  until  the  end  of  the  five 
years,  unless  it  is  offset  by  a  special  reserve  account  of 
the  same  amount.  At  the  end  of  the  period  when  the 
title  is  perfected,  the  factory  is  undoubtedly  possessed 
of  an  asset  worth  $30,000  for  which  it  never  paid  any 
money.  On  the  theory  that  no  asset  can  be  carried  at 
a  greater  value  than  its  cost,  there  would  be  no  way 
to  put  this  item  on  the  books,  and  yet  it  is  plain  that  it 
should  be  there.  If  it  is  placed  on  the  books  as  an  asset 
for  $30,000  it  is  necessary  to  have  a  credit  to  offset 
it.  Some  accountants  say  that  they  have  no  right  to 
credit  the  amount  to  profits  and  allow  it  to  be  the  basis 
of  a  dividend  to  be  paid  in  cash.  They  claim  that  it 
should  be  credited  to  "special  surplus,"  but  do  not  seem 
able  to  explain  what  will  eventually  be  done  with  this 
account.  Others  claim  that  it  is  a  real  profit  and  avail- 
able for  cash  dividends  and  defend  their  position  by 
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saying  that  the  transaction  is,  in  essence,  the  same  as  if 

the  company  had  been  given  $80,000  in  money  and  had 

then  invested  that  amount  in  the  land.     The  gift  of  the 

money  would  of  course  be  a  clear  profit  and  would  be 

available  for  dividends.     In  treating  it  as  a  profit,  it 

must  be  as  a  sporadic  or  accidental  profit  and  under  no 

circumstances  as  an  operating  profit.     A  third  method 

would  be  to  credit  it  to  "reserve  for  depreciation"  and 

thus  save  the  necessity  for  charging  oflF  depreciation  for 

a  number  of  years.     This  would  be  treating  it  as  a 

profit  (or  the  saving  of  an  expense)  but  distributing  it 

over  the  operations  of  future  years.     A  compromise 

measure  would  be  to  declare  a  stock  dividend  of  that 

amount,  distributing  $30,000  of  new  stock  to  the  old 

stockholders.     This  method  also  treats  the  amount  as  a 

profit,  but  specifically  shows  that  it  is  a  capital  profit 

and  not  an  operating  one. 

60.  Land  bought  for  re-sale. — ^When  land  is  pur- 
chased, not  for  permanent  occupancy  but  for  re-sale, 
it  becomes  a  conmiodity,  virtually  the  same  as  the  goods 
bought  and  sold  by  a  trader  in  merchandise.  When  a 
large  parcel  is  bought  and  subdivided  for  sale  in  city 
lots,  the  trader  becomes  a  retailer.  All  the  expenses 
necessary  to  bring  the  land  into  proper  condition  for 
sale  are  a  part  of  the  cost,  and  the  unsold  lots  are  to  be 
earned  at  their  proportion  of  that  cost.  The  auditor  in 
preparing  a  balance  sheet  for  such  a  trader  should  ex- 
ercise caution  in  valuing  the  unsold  lots,  as  their  value  is 
not  necessarily  the  same  proportion  of  the  total  surface, 
since  diflFerently  located  lots  would  almost  certainly 
vary  greatly  in  value.  The  proper  method  would  be  to 
We  all  the  lots  in  the  tract  valued  separately  in  propor- 
tion to  their  proposed  selling  price  so  as  to  spread  the 
total  cost  equitably  over  them  all,  and  then  to  take  an 
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inventory  of  the  unsold  lots  at  cost.  It  is  sometimes 
claimed  that  interest  on  the  capital  invested  in  the  land 
should  be  added  to  its  carrying  value  as  cost,  but  this 
does  not  seem  to  be  defensible,  as  it  is  a  marking  up  of 
the  value  for  an  arbitrary  amount  not  actually  ex- 
pended. Even  where  interest  is  actually  paid  on  notes 
given  for  part  of  the  purchase  money  it  is  better  not  to 
add  it  to  the  cost,  but  to  consider  it  as  a  general  expense 
of  the  business  and  an  offset  against  the  final  profits. 

61.  The  expression  "real  estate." — The  expression 
"real  estate  and  buildings"  is  often  seen  in  financial 
statements.  In  the  interests  of  exact  terminology,  the 
auditor  should  avoid  it.  Real  estate  is  "immovable 
property,  usually  confined  to  land  and  buildings  erected 
thereon."  It,  therefore,  includes  the  buildings.  If  it  is 
desired  to  bring  out  the  point  that  the  company  o^vns  the 
ground  as  well  as  the  buildings  tlie  proper  term  would 
be  "land  and  buildings." 

62.  Patterns. — In  a  manufacturing  company  it  is  not 
uncommon  to  find  very  considerable  sums  carried  as 
assets  representing  patterns.  It  is  ordinarily  impossi- 
ble for  the  auditor  to  pass  an  authoritative  judgment  on 
the  real  value  of  these,  hut  he  should  make  very  careful 
investigation  as  to  how  many  of  them  are  actually  in 
use  or  are  of  such  a  character  that  they  are  likely  to  be 
used  frequently.  When  special  patterns  are  made  for 
some  specific  work,  not  likely  to  be  constantly  repeated, 
they  should  be  considered  a  cost  of  that  work  and  should 
not  he  charged  to  pattern  account  at  all.  In  case  of  a 
repeat  order  the  advantage  of  having  them  on  hand  is 
likely  to  express  itself  in  a  lower  bid  for  tlie  work,  rather 
than  in  an  extra  profit.  Kven  stock  patterns  that  are 
constantly  in  use  should  be  carried  with  a  very  liberal 
depreciation,  as  they  are  Uable  to  very  rapid  wear.    All 


BUILDINGS 


1 1 


of  those  idiich  have  been  superseded  by  newer  designs 
sboukl  be  rigidly  excluded  from  the  inventory,  unless 
the  busiiiess  is  of  such  a  nature  as  to  call  for  large  quan- 
tities of  the  old  style  article,  as  for  instance  a  stove  or 
imge. 

6S.  Patents. — ^An  important  item  that  is  often  found 
among  the  assets  is  patents.     It  is  very  difficult  to  ar- 
lire  at  any  basis  for  their  valuation  on  the  books.     Even 
when  they  have  been  in  use  for  a  considerable  time  and 
have  proved  their  value  as  an  earning  power,  there  is  al- 
ways danger  that  they  may  be  superseded  by  some  im- 
provement that  will  render  them  of  little  or  no  value. 
The  auditor  can  be  governed,  however,  only  by  what 
purports  to  have  been  paid  for  them,  even  when  that  is 
a  large  amount  of  stock  issued  to  the  patentee.     Any 
further  sums  that  are  expended  in  the  way  of  patent  fees 
for  completing  or  extending  them   are  a  legitimate 
dmrge  against  the  account.     The  expense  of  legal  fees 
in  defending  the  patents  or  in  prosecuting  any  in- 
fringers is  also  chargeable  to  the  same  account,  in  order 
to  show  the  actual  cost  to  the  business,  as  the  patents  are 
of  no  value,  until  they  are  shown  to  be  valid.     Some- 
times they  are  carried  at  no  more  than  the  actual  cost 
of  taking  them  out  and  perfecting  them,  and  it  is  pro- 
posed to  give  them  a  further  value  by  writing  them  up 
on  the  books.     The  auditor  should  alwaj's  resist  this, 
nnless  there  is   actual   value  given   to  the   patentee, 
either  in  monev  or  stock,  as  otherwise  the  transaction 
would  consist  of  an  arbitrary  increase  in  an  asset,  wliich 
would  have  the  eflFect,  directly  or  indirectly,  of  increas- 
ing the  surplus  on  account  of  an  unrealized  element. 
When  the  patent  has  an  actual  market  value,  it  is  diffi- 
cult to  find  valid  reasons  for  not  expressing  it  on  the 
hooks,  except  that  it  is  a  dangerous  practice  to  write 
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up  any  asset  whose  character  is  not  absolutely  fixed  and 
which  is  not  intended  to  be  sold  or  realized  upon. 

A  patent  should  not  appear  on  the  books  at  all,  un- 
less it  is  absolutely  transferred  to  the  company,  or  at 
least  a  binding  agreement  has  been  entered  into,  giving 
the  company  the  exclusive  and  perpetual  use  of  it. 

The  depreciation  to  be  charged  against  this  asset 
should  at  least  be  large  enough  to  extinguish  it  by  the 
time  it  expires.  Owing  to  the  danger  of  its  being  ren- 
dered obsolete  by  improvements  patented  by  others,  the 
rate  should  be  much  greater  than  this. 

In  a  merger  of  several  companies  the  possession  by 
one  or  more  of  them  of  valuable  patents  may  be  prop- 
erly made  the  basis  of  capitalization  allowance.  To 
what  extent  they  are  to  be  valued  must  be  left  to  the 
decision  of  the  various  parties  in  interest.  Unless  there 
is  glaring  evidence  of  fraud,  the  auditor  must  be  guided 
by  their  judgment,  as  to  the  earning  power  and,  there- 
fore, the  value  of  the  patents. 
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64.  CrOodrwQL — ^AIl  the  assets,  heretofore  considered, 
have  been  what  are  called  "tangible  assets/'  those  that 
have  a  real,  j^ysical  existence.  There  is  another  class, 
called  ''intangible  assets,"  whose  consideration  deserves 
careful  attention,  for  while  they  may  not  be  said  to 
have  a  physical  existence,  it  cannot  be  denied  that  they 
haye  an  actual  value.  The  most  important  of  these  is 
good-will. 

Gk)od-will  is  one  of  the  most  perplexing  items  that 
the  auditor  encounters,  and  sometimes  it  is  one  of  the 
most  important.     It  is  undoubtedly  true  that  a  trade- 
mark or  a  name  may  have  a  great  value,  but  how  great 
is  a  very  difficult  point  to  determine.     In  a  company 
where  every  dollar  of  the  stock  has  been  paid  in,  in 
cash,  it  is  usual  to  charge  all  the  expense  of  putting  the 
business  on  its  feet,  including  advertising,  until  there 
begin  to  be  some  returns  from  it,  to  the  account  of 
good-will,  but  how  far  this  is  to  be  allowed  to  go  there 
is  no  one  able  to  determine  authoritatively.     As  a  mat- 
ter of  fact  the  more  prosperous  the  business  is  the  more 
valuable  is  its  good-will,  but  such  a  business  is  able  to 
take  care  of  its  advertising  and  other  extraordinary  ex- 
penses, such  as  experiments,  out  of  its  own  resources 
and  does  not  need  to  bolster  up  its  assets  with  anything 
intangible  at  aU.     It  is  before  the  business  reaches  this 
point  and  yet  when  it  is  showing  indications  of  some 
day  becoming  valuable  that  it  is  difficult  to  determine 
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,-     r  allowing  items  of  expense 
«-^'     '  :ius  aecount. 

.'.'zcill. — In  England,  where  this 
^-   vr.illy  recognized  than  here,  this 

:i  J    been    insuperable.     Dieksec 

-  :ii;  no  general  definition  of  good- 
'  .  *     lie  quotes  definitions  given 

-  '.  massing  on  eases  involving  this 
^   ip  the  matter  by  saying: 

.     V  -a  t'rom  the  above  definitions  is  that 

••  ^.v.oss  premises  makes  the  trade,  good- 

..^v.'  derived  from  the  chance  that  cus- 

•.    Tvnuses  in  which  the  business  will  be 

•c  business  is  one  which  depends  upon 
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•v  I'U^iiiiess  depends  on  its  business  con- 
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.    ,v     uul  to  determine  the  rights  of  the 

:  \  '*w  meaning  given  to  the  word  good- 

'it  i'lass  of  business  or  profession  in 
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.  [  ilu'iuinh  Dieksee's  remarks  that 

;.  .u\o  wWwh  is  liable  to  be  brought 

.^      ^,-v".  iniiKition  of  the  value  of  the 

^    ^  ::   uvvMihinee  with  the  greater  rec- 
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ognition   given   good-will   in    England   than   in   this 
country. 

In  regard  to  the  nature  of  good-will,  he  says  further; 
"The  only  necessary  elements  appear  to  he  these;  a 
positive  element,  enabling  the  person  who  acquires  it 
to  represent  himself  as  the  successor  to  the  business  of 
the  person  from  whom  he  acquired  it;  and  a  negative 
element  entitling  him  to  restrain  the  transferer  of  the 
good-will  from  soliciting  the  old  customers  of  the  busi- 
ness which  has  been  transferred." 

Gk)od-will  is  recognized  as  property  by  the  English 
statutes  and  is  always  treated  as  property  between  pur- 
chaser and  seller.  In  this  coimtry  it  is  so  recognized 
by  some  of  the  states,  but  it  will  be  foimd  that  courts 
and  lawyers  are  very  far  from  having  any  very  clear 
ideas  on  the  subject. 

66.  Rights  of  buyers  and  sellers  of  good-will. — The 
purchaser  of  a  good-will  has  the  right  to  advertise  that 
he  is  the  owner,  and  if  he  has  acquired  the  business  from 
a  former  owner,  to  represent  himself  as  the  successor 
and  the  only  successor  to  the  business. 

The  position  of  the  seller  of  a  good-will  in  regard 
to  competition  with  the  purchaser  is  that  he  must  not 
solicit  business  from  the  old  customers  of  the  firm  by 
using  any  information  or  advantage  that  comes  from 
his  previous  connection  with  the  business,  but  he  is  not 
obliged  to  refrain  from  going  into  the  same  business 
and  soliciting  trade  by  a  general  appeal  for  it,  unless 
he  has  entered  into  an  agreement  as  part  of  the  sale  of 
the  good-will  that  he  will  not  do  so.  Before  leaving 
the  old  connection  he  has  no  right  to  make  a  list  of  its 
customers  with  a  view  to  soliciting  them.  In  case  of 
bankruptcy  and  a  sale  of  the  good-will  by  order  of 

court,  any  partner  of  the  old  firm  can  solicit  from  the 
xi—a 
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old  customers,  as  his  parting  with  the  good-will  was  not 
a  voluntary  act  on  his  part. 

Frequently  the  most  valuable  of  the  rights  which 
should  pass  to  the  man  who  acquires  a  business  is  the 
right  to  use  the  name  under  which  the  business  has  made 
its  reputation.  This  cannot  always  be  done,  as  for  in- 
stance in  the  case  of  a  doctor  or  lawyer  selling,  out  his 
practice.  It  would  naturally  be  a  hazardous  matter 
for  a  lawyer  to  practice  under  the  name  of  another  in 
such  a  way  as  to  lead  to  the  inference  that  the  latter 
is  the  actual  practitioner.  But  in  ordinary  business 
concerns  where  the  name  has  been  long  before  the  public, 
the  original  parties  may  have  been  dead  for  many  years 
and  yet  the  business  be  carried  on  under  the  old  name. 

In  the  case  of  one  partner  selling  out  to  the  other 
all  his  interest  in  the  business,  including  the  good-will, 
the  sale  carries  with  it  the  exclusive  right  to  the  use  of 
the  firm  name.  A  Chicago  instance  of  this  is  the  well 
known  firm  of  Lyon  and  Healy.  When  Mr.  Lyon 
sold  out  to  Mr.  Healy,  he  did  not  expect  to  go  into 
business  again  and  sold  the  right  to  the  old  firm  name 
to  Healy.  He  afterwards  changed  his  mind  and  went 
into  the  same  business  and  tried  to  prevent  Healy  from 
using  his  name  in  the  old  business,  but  he  was  not  suc- 
cessful. The  retiring  partner  cannot  use  a  name  cal- 
culated to  deceive,  nor  even  use  his  own  name  as  lat^^- 
of  the  old  partnership  in  such  a  way  as  to  convey  tin 
impression  that  it  is  the  old  firm  that  is  carrying  on  the 
new  business.  This  applies,  of  course,  only  to  those 
cases  where  the  sale  of  the  good-will  expressly  includes 
the  right  to  use  the  old  firm  name  in  its  entirety.  Un- 
less this  is  done,  neither  partner  can  use  the  name  o: 
the  other  in  the  new  firm  name. 

If  the  good-will  consists  largely  or  altogether  in  th 
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use  of  certain  trade-marks  or  names  the  right  to  their 
exclusive  use  would  naturally  be  included  in  the  sale  of 
the  good-will. 

67.  Faltuition  of  good-will. — The  valuation  of  the 
good-will  of  a  business  comes  under  the  notice  of  the 
auditor  whenever  the  share  of  a  retiring  or  deceased 
partner  is  sold  to  the  remaining  partners  or  to  a  new 
partner;  when  the  new  partner  is  taken  into  the  firm, 
all  the  old  partners  remaining,  or  when  the  whole  busi- 
ness is  sold  out  to  new  men,  or  when  a  number  of  firms 
or  corporations  combine  to  form  a  new  one. 

The  conditions  that  the  auditor  must  take  into  con- 
sideration, in  advising  as  to  the  basis  of  a  valuation, 
include  the  disposition  of  the  retiring  partner  to  assist 
or  to  oppose  the  new  combination  to  the  extent  of  his 
power,  or  whether  it  is  beyond  his  power  either  to  as- 
sist or  oppose. 

In  arriving  at  a  basis  for  valuation,  the  most  im- 
portant point  is,  of  course,  the  earning  power  of  the  busi- 
ness.    But  this  should  be  judged  in  connection  with  the 
amoimt  of  capital  necessary  to  carry  on  the  business 
and  the  amount  of  work  necessary  on  the  part  of  the 
purchaser  as  manager.     That  is,  the  earning  power  is 
the  net  profit  after  allowing  a  fair  rate  of  interest  on 
the  capital  employed  and  a  fair  rate  of  remuneration  to 
the  manager,  unless  the  business  is  such  that  no  man- 
ager is  necessary,  except  the  one  already  employed 
whose  salary  has  been  already  included  in  the  expense 
of  the  business. 

Other  things  being  equal  the  income  which  can  be 

produced  with  the  least  capital  outlay  will  command 

the  highest  good-will,  even  after  interest  on  capital  has 

l>een  allowed  for. 

Business  which  calls  for  the  least  amount  of  skilled 
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superintendence  on  the  part  of  the  proprietor  will  com- 
mand the  highest  good-will. 

If  the  good-^vill  is  foimded  on  a  monopoly  or  quasi- 
monopoly  it  will  be  worth  more  than  would  be  the  case 
if  competition  is  keen.  If  the  monopoly  is  founded  on 
patents  this  would  apply  only  in  so  far  as  it  is  improb- 
able that  subsequent  patents  will  make  them  practically 
valueless. 

If  the  value  of  the  good-will  depends  on  the  right  to< 
cany  on  the  business  at  the  old  stand,  it  would  be  af- 
fected by  the  length  of  the  term  for  which  the  premises 
are  held,  the  danger  of  a  competitor  acquiring  the 
premises  at  the  end  of  the  lease,  or  of  an  increased 
rental  being  demanded. 

68.  How  many  years  should  he  considered? — ^The 
precise  nimfiber  of  years  to  be  taken  into  consideraticm 
in  valuing  the  good-will  is  very  difficult  to  determine. 
Dicksee  gives  a  nimfiber  of  different  cases,  varjnng  from 
manufacturers  at  one  to  three  years  purchase  up  to 
newspapers  and  other  quasi-monopolies  at  ten  years 
purchase,  but  he  does  not  give  any  reason  for  his  classi- 
fication. He  says,  however,  that  where  remaining  part- 
ners buy  out  a  retiring  partner  the  value  should  be  25 
per  cent  more;  and  that  when  a  company  buys  out  a 
private  partnership  the  rate  should  be  greater,  since 
the  investors  in  a  company's  shares,  usually,  look  only 
at  the  rate  of  dividend  earned  and  any  excess  above 
usual  rates  of  interest  could  be  capitalized  as  good-will, 
and  as  their  liability  is  limited  they  are  prepared  to  pay 
a  higher  price  than  the  private  piu^chaser  who  r&ks  his 
whole  fortune  in  the  venture.  He,  therefore,  thinks 
that  the  good-will  of  a  corporation  should  be  placed  at 
twice  that  of  a  partnership. 

69.  To  determine  earning  power. — In  determining 
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the  earning  power  of  a  business  the  results  of  a  series 
of  years  should  be  taken  into  consideration,  as  one  or 
two  years  may  show  abnormally  large  or  small  profits. 
The  course  of  the  business  should  also  be  taken  as  a 
guide,  that  is  the  question  whether  the  profits  are  steady, 
are  increasing  from  year  to  year  so  as  to  show  a  healthy 
growth,  or  are  diminishing.  It  should  also  be  noted 
whether  any  new  conditions  have  arisen  which  would 
affect  the  profits  and  whether  those  conditions  are  likely 
to  continue.  A  case  in  one  of  our  courts  illustrates  all 
these  points.  A  patent  medicine  concern  lost  $9,000 
the  first  year,  $5,000  the  second ;  made  $4,000  the  third, 
made  $10,000  the  fourth — making  them  just  about  even 
— and  the  fifth  year  made  $119,000.  A  broker  was 
put  on  the  stand  and  asked  to  value  the  stock.  He  said 
that  the  stock  of  a  company  of  $100,000  capital  that 
made  $119,000  in  one  year  was  worth  at  least  600, 
but  accountants  who  testified  denied  this  and  claimed 
that  the  abnormally  large  earnings  should  be  disre- 
garded unless  they  could  be  shown  to  be  sure  to  continue 
for  the  succeeding  years.  As  the  last  year  was  the  only 
one  when  the  present  manager  had  had  full  charge  of 
the  business,  and  as  the  parties  bringing  the  suit  were 
trying  to  oust  the  manager,  the  accountants  testified 
that  in  their  opinion  the  last  year  should  be  ignored 
altogether  in  estimating  the  good-will. 

It  is  generally  considered  that  it  is  necessary  to  go  back 
from  five  to  ten  years  to  ascertain  the  average  earning 
power  of  a  business,  depending  on  its  character.  We 
have  seen,  however,  that  it  is  not  always  safe  to  rely 
on  the  average  only,  without  taking  the  other  conditions 
into  consideration. 

70.  Good-will  as  a  capital  asset. — Dicksee,  as  well  as 
other  authorities,  claim  that  good-wiU  is  a  fixed  or  cap- 


ital  asset,  because  it  is  something  whicH  has  to  be  ac- 
quired in  order  to  carry  on  the  business  at  all.  Vari- 
ations in  the  value  of  capital  assets  are  not  supposed  to 
affect  profit,  therefore,  fluctuations  in  the  value  of  good- 
will should  not  be  allowed  to  do  so.  If  in  a  going 
concern  increase  in  the  good-will  is  credited  to  profits, 
there  results  a  swelling  of  the  profits  which  is  not  real- 
ized and  which  is  liable  to  shrinkage.  As  the  increase 
in  value  is  caused  by  the  increase  in  actual  profits,  and 
as  these  profits  have  already  been  taken  into  account, 
the  addition  of  the  increased  value  of  the  good-will  to  the 
profits  will  cause  a  doubling  of  tlie  apparent  gain  and 
thus  may  lead  to  the  impression  that  the  business  is 
doing  twice  as  well  as  it  really  is,  and  may  also  lead  to 
increased  dividends  or  personal  expenditure  not  author- 
ized by  the  real  conditions. 

Good-will  appears  legitimately  in  the  accounts  when 
it  was  actually  paid  for  in  acquiring  the  business,  or 
where  one  or  more  retiring  partners  are  paid  off  by 
the  remainder  of  the  firm.  It  may  also  appear  when 
certain  definite  expenditures  have  been  incurred  for  the 
purpose  of  creating  a  good-will  such  as  advertising  or 
any  other  legitimate  expense  of  establishing  a  business 
on  a  profitable  basis. 

Although  the  English  authorities  all  agree  in  saying 
that  good-will  is  a  capital  asset  and  that  it  should  not  be 
charged  off  at  any  time  to  profit  and  loss,  they  yet  claim 
that  it  is  undesirable  to  carry  it  in  the  accounts,  but 
they  do  not  seem  able  to  suggest  any  way  to  handle  it 
when  it  has  once  made  its  appearance. 

From  the  auditor's  standpoint  there  is  no  doubt  that 
it  would  be  better  to  keep  this  account  off  the  books 
entirely,  as  Dicksee  and  others  advise,  but  there  seems 
no  way  to  do  it  except  by  charging  it  off  to  profit  and 
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loss,  unless  the  capital  is  reduced.  In  the  case  of  a  new 
business  it  can  be  done  by  charging  all  the  expense  of 
establishing  the  business  to  "development  expense." 
Tiiis  may  look  like  siniijly  giving  a  different  name  to 
the  same  thing,  but  it  is  apt  to  work  out  differently,  be- 
cause it  will  seem  more  Imperative  gradually  to  charge 
off  an  account  that  is  professedly  an  expense  account 
than  one  representing  itself  as  the  synonym  for  the  earn- 
ing power  which  is  constantly  increasing  in  value  and, 
therefore,  does  not  call  for  any  diminution  on  the  books. 
In  the  case  of  a  company  taking  over  the  business  of 
another  at  an  enhanced  value  on  account  of  its  successful 
efforts  to  estabhsh  a  reputation,  the  new  company  could 
issue  its  stock  at  a  sufficiently  high  premium  to  pay  for 
the  good-will  and  yet  leave  its  capital  the  actual  repre- 
sentative of  the  tangible  assets  taken  over.  This  would 
avoid  the  necessity  of  carrying  good-will  as  an  asset 
of  the  company  or  of  charging  it  off  against  profits. 
In  the  case  of  one  partner  being  bought  out  of  a  busi- 
ness by  the  others,  where  he  is  given  more  than  the  book 
value  of  his  interest  as  an  equivalent  for  his  share  of 
the  good-wili,  the  bonus  thus  allowed  could  be  charged 
pro-rata  to  the  continuing  partners,  instead  of  I)eing 
charged  to  good-will  as  is  often  done.  Similarly  if  a 
new  partner  buys  into  a  business,  paying  more  than 
''oofc  value  for  his  interest,  the  excess  could  be  credited 
*"■  paid  to  the  original  partners.  In  a  bank  where  all 
^  assets  are  required  to  be  tangible  and  actual,  the 
good-will  is  represented  by  the  excess  of  the  market 
^alue  of  the  stock  over  book  value,  and  the  same  prin- 
*^ple  could  be  applied  to  the  stock  of  any  incorporated 
^^mpany  or  an  interest  in  an  ordinary  partnership. 

71.  Good-will    and    stock    watering. — The    greatest 
objection  to  carrying  good-will  on  the  books  as  an  asset 
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of  years  designated  should  be  added  together  to  form 
the  agreed  value,  or  that  the  average  of  a  greater  num- 
ber of  years  should  be  ascertained  and  multiplied  by 
the  designated  nmiiber  of  years.  For  instance,  if  the 
agreement  is  that  the  good-will  shall  be  valued  at  three 
years'  purchase  of  the  average  of  the  last  ten  years, 
and  that  average  is  found  to  be  $10,000  per  annum, 
the  good-will  would  be  worth  $30,000. 

Sometimes  it  is  agreed  that  the  excess  of  earnings 
over  a  certain  rate  shall  be  capitalized  at  that  rate  as 
tbe  value  of  the  good-will.  In  that  case  the  average 
excess  earnings  are  divided  by  the  decimal  representing 
the  rate  to  find  the  amount.  That  is,  if  the  rate  is  8  per 
cent  and  the  average  earnings  are  $4,000  more  than 
8  per  cent  on  the  capital,  the  $4,000  is  divided  by  .08 
to  find  $50,000  as  the  value  of  the  good-will,  the  theory 
bemg  that  since  tlie  business  itself  earns  8  per  cent  the 
good-will  must  be  $50,000  to  earn  $4,000  at  the  same 
nte. 

Dicksee  says  that  if  good-will  is  put  on  the  books 
ttrough  pm-chase  and  is  afterwards  charged  off  against 
'surplus,"  a  secret  reser\'e  is  thereby  estabhshed,  but 
iis  contention  does  not  seem  to  be  tenable.  There  is 
i»  doubt  that  the  balance  sheet  will  show  a  smaller 
tttplus  than  before,  but  since  there  is  now  no  good-will 
■Diong  the  assets,  tliere  is  nothing  secret  about  the  state- 
*lent.  It  is  true  that  tlie  net  earnings  to  date,  repre- 
tolled  by  the  surplus,  will  be  lessened,  and  it  might 
*ppear  that  the  earning  power  of  the  business  had  been 
arepresented.  But  a  balance  sheet  standing  by  it- 
f  is  no  criterion  of  the  earning  power.  That  can 
ascertained  only  by  a  summary  of  the  profits  and 
ises  of  a  series  of  years.  In  making  such  a  summary 
ffoukl  necessarily  be  disclosed  that  there  bad 
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charged  against  surplus  not  only  sundry  dividends,  but 
also  the  amount  of  the  good-will.  However  it  is  re- 
garded, the  element  of  seerecy  seems  to  he  lackng. 

72.  Deferred  charges  as  assets. — Closely  allied  to 
good-will  as  an  asset  are  items  that  are  known  as  de- 
ferred eharges.  They  are  in  reality  expenses,  but  differ 
ffom  those  which  are  at  once  chargeable  against  rev- 
enue in  tliat  they  were  not  incurred  for  the  current 
year  alone,  but  were  intended  to  benefit  future  years 
as  well.  They,  therefore,  hold  an  intermediate  posi- 
tion between  real  assets  and  ordinary  expenses.  When 
the  organization  expenses  of  a  concern  have  been  large, 
it  is  manifestly  unfair  to  charge  tliem  all  off  against 
the  first  year's  operations,  since  subsequent  years  will 
receive  an  equal  benefit  from  tliem,  if  they  were  legiti- 
mate and  proper.  They  can  be  carried  as  an  asset,  to 
be  charged  oflF  during  as  many  years  as  is  thought  rea- 
sonable. 

73.  Advertising. — Advertising  is  often  an  item  of 
this  character,  when  its  object  is  to  create  a  demand 
for  specific  articles  that  are  staple  with  a  manufacturer. 
How  much  should  be  charged  off  during  the  current 
year  and  how  much  carried  forward  to  the  future  would 
depend  on  the  character  of  the  goods  advertised  and 
the  probable  continuance  of  a  demand  for  them  in  the 
future  consequent  on  the  advertising.  Of  the  same 
general  nature  are  various  devices  to  induce  custom 
that,  strictly  speaking,  are  not  advertising  and  are  better 
described  as  "promotion  of  new  business,"  such  as  the 
sale  below  cost  of  electric  appliances,  signs,  etc.,  by  an 
electric  lighting  company  witli  the  idea  of  making  a 
demand  for  its  current.  Since  the  profit  on  the  cur- 
rent sold  will  continue  for  a  number  of  years,  the  loss 
on  the  apphances  should  be  spread  over  the  future. 
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usually  for  three  years,  being  carried  in  the  meantime 
in  tl^  temporary  asset  account. 

74,  Development  expenses. — Where  stock  has  been 
donated  to  furnish  funds  for  development  purposes, 
tiie  development  expense  is  charged  temporarily  in  ap- 
propriate accounts,  but  these  accounts  are  not  deferred 
diarges,  but  are  offsets  to  the  credit  established  when 
the  donation  was  made,  and  are  carried  nominally  as 
assets  for  statistical  purposes  only. 

75.  Interest,  rent,  etc.,  paid  in  advance. — Other  ex- 
amples of  deferred  charges  are  interest,  rent,  taxes  and 
insurance  paid  in  advance,  insurance  differing  from  the 
others   in  having  a  realizable   value   by   cancellation. 
Interest  may  be  said  to  have  an  actual  value  also,  real- 
izable if  the  notes  on  which  it  is  calculated  are  paid 
before   maturity.     There   may   be   corresponding   de- 
ferred credits,  if  any  of  the  items  are  accrued  but  un- 
paid liabilities.     This  is  almost  always  the  case  with 
labor.     In  treating  these  items,  it  is  the  custom  of  some 
to  open  accounts  with  them,  such  as  unexpired  insur- 
ance, which  is  charged  and  insurance  credited,  but  this 
seems  a  useless  waste  of  time  and  space,  since  the  same 
object  is  gained  by  making  the  proper  profit  and  loss 
entry  directly  to  the  one  accoimt,  with  the  result  of 
leaving  a  balance  in  that  account  which  designates  the 
amount  to  be  carried  as  an  asset  or  a  liability,  being  the 
unused  portion  of  the  item.     The  same  remarks  apply 
to  the  practice  some  have  of  opening  an  inventory  ac- 
count and  carrying  it  through  the  entire  year  on  the 
books  where  it  means  absolutely  nothing.     The  same 
object  is  attained  in  a  much  more  logical  way  by  leav- 
ing in  the  "merchandise  purchase"  account  the  value 
of  the  goods  on  hand,  as  a  debit  balance  to  represent 
the  purchases  that  have  not  been  used.    An  analysis 
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of  the  purchase  account  will  show  this  plainly.  At  the 
end  of  the  fiscal  year  the  account  shows  all  the  pur- 
chases made  to  date.  It  makes  no  diflference  when 
they  were  made,  therefore,  the  inventory  at  the  begin- 
ning may  be  ignored.  All  these  purchases  have  been 
consumed  except  the  amount  on  hand.  Expressing 
the  amount  used  by  a  charge  to  profit  and  loss  leaves 
a  balance  in  the  purchase  account  of  unused  purchases 
on  hand.  It  is  diflBcult  to  see  why  it  does  not  belong 
in  that  account  instead  of  transferring  it  to  another 
account,  inventory.  But  if  anyone  wishes  to  open  the 
latter  account  at  all,  it  should  at  once  be  closed  back 
into  purchase  account  at  the  opening  of  the  new  year, 
as  it  is  undeniably  purchased  from  the  inventory  ac- 
count again  as  soon  as  the  business  of  the  new  year 
begins. 


CHAPTER  XI 

ACCOUNTS  PAYABLE 

76.  Hidden  KahUities. — In  the  examination  of  the 
assets  the  principal  thing  the  auditor  has  to  guard 
against  is  their  overvaluation,  either  by  giving  those 
that  actually  exist  too  great  a  value  or  by  including  those 
which  are  valueless  or  those  to  which  title  has  not  been 
acquired,  as  in  the  case  of  goods,  included  in  the  inven- 
tory, which  are  held  on  consignment  or  for  which  no 
credit  has  yet  been  passed  through  the  books.  As 
these  are  positive  items  of  record  it  is  not  very  difficult 
to  trace  them  and  establish  their  true  character.  The 
case  is  diflFerent  with  liabilities,  where  the  danger  lies  in 
omission,  which  is  naturally  more  difficult  to  detect, 
since  there  is  nothing  on  the  surface  to  which  attention 
would  be  called.  The  auditor  must,  however,  be  on  the 
alert  to  discover  if  possible,  whether  any  liabilities  have 
been  omitted,  as  he  will  undoubtedly  be  blameable  if 
there  are  any  clues  to  their  existence  which  he  has  over- 
looked. If  there  is  nothing  in  the  accounts  which  would 
lead  him  to  suspect  any  such  undisclosed  liabilities  he 
cannot  be  held  liable  for  not  having  discovered  them. 

77.  Verification  of  ax^counts  payable. — ^Accoimts 
payable  should  be  verified  by  comparing  the  last  state- 
ments received  from  the  creditors  with  the  accoimts  on 
the  ledger  or  the  entries  on  the  "audited  invoice  reg- 
ister." This  will  detect  the  omission  of  any  liabilities 
to  parties  having  open  items  in  either  place,  but  will 
not  discover  the  suppression  of  such  items,  where  only 
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of  the  purchase  account  w 
end  of  the  fiscal  year  tlie 
chases  made  to  date,     W 
they  were  made,  tlierefor 
ning  may  be  ignored.     .^ 
consumed  except  the  p' 
the  amount  used  by  a  - ' 
a  balance  in  the  purchp 
on  hand.     It  is  dimenJ 
in  that  account  inste- 
account,  inventorj-. 
latter  account  at  all. 
into  purchase  accDir* 
as  it  is  undeniably 
count  again  as  so- 
begins. 


^-  o."^'  -i<?  last  one  was 
_-_r5:  this  kind  of  a 
^^  :.v  small  to  have 
_  ^-..tii  into  stock,  but 
.  St  next  audit  if  the 
_^   t.  r.)  note  the  dates 
^  .  X5sure  himself  that 
^ .    -red  by  the  previous 
^  .aJilities  shown  at  that 
.,-.  ^  !o  way  to  prevent  an 
^  i^  idbihties  and  therebv 
:"  ie  wishes  to  do  so  by 
^^5.  ran  one  or  more  houses, 
^  '•stfi  whom  he  seldom  buys. 
.,i5»t«s  the  method  of  cheek- 
^  fc^'trnt  this,  as  the  invoices 
rx»^s^  course  and  the  auditor 
_•   iicrruption  in  its  regularity. 
ja4  uie  auditor  could  verify 
,  ^^amunicating  with  the  cred- 
^^*4i  ^-'^  2jhow  that  in  the  case  of 
j»,ticaly  statements  this  would 
at  oise  of  those  who  have  not, 
^  ^•d  Svn  suppressed,  it  would 
^  %tmi  have  no  record  of  them, 
"[^  ^i,t^  ji  the  inventory  which  had 
jitf  which  were  not  represented 


<w^ 


^M*^ 

-K^^ 


j^g  ^-  account  payable  of  a  con- 
_^  v><t  vfclH^scd  of  by  journal  entry, 
I  kiOiiv  v^rv  carefully  into  the  reason 

^v  X*  th2«t  it  is  made  entirely  from 
t,\  wuNi*  *"^^  ^^  ^^^*  acquiesced  in  by 
<  I  ^.\<v  be  a  disputed  claim  which 
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irtiiiiied  not  to  pay,  but  which  it  may 

iRvrs  to  Dieet  eventually  when  the  case  is 

pto  court  or  is  otherwise  decided  against  it. 

uitimc'  it  is  at  least  a  contingent  liability  and 

^  be  lost  sight  of  as  such. 

taa^es,  interest,  rent,  icagea,  etc. — 
Bky  also  be  liabilitj-  for  unpaid  taxes,  for  bond 
Tued  but  not  due  or  for  rent  in  arrears. 
s  almost  always  at  the  time  of  closing  the  books 
^ind  making  a  profit  and  loss  statement,  a  liability  for 
wages  earned  but  not  payable  until  after  the  books  are 
dosed.  In  the  case  of  taxes,  interest  and  insurance, 
if  the  liability  is  to  be  shown  each  month,  so  as  to 
equalize  the  charge,  the  monthly  proportion  would  be 
crdited  to  "reserve  for  taxes,"  for  interest  and  for  in- 
surance and  the  actual  payments  charged  against  the 
reserve  account,  so  that  the  one  account  would  be  suf- 
ficient to  show  whether  there  was  an  accrued  liability, 
or  if  there  had  been  payment  in  advance,  an  earned 
asset.  This  is  seldom  done,  however,  except  in  a 
monthly  closing  cost  system. 

7fl.  A  raUroeid'a  liability  for  Hcketa  sold. — In  case  of 
a  street  railroad  company  that  sells  tickets  it  is  often 
the  practice  to  credit  the  whole  amount  of  the  ticket 
sales  to  earnings  the  day  they  are  sold  and  to  pay  no  at- 
tention to  the  liabihty  that  exists  in  the  tickets  out- 
standing. There  is  a  double  error  here,  for  the  earn- 
ings accoxmt  is  credited  only  with  the  net  proceeds  of 
the  tickets  and  no  attention  is  paid  to  the  discount  at 
which  the  ticket  is  sold.  The  proper  way  is  to  credit 
"tickets"  with  the  net  proceeds  from  the  cash-book, 
which  should  have  a  column  for  "ticket  sales,'*  and  at 
the  end  of  the  month,  credit  the  same  account  with  the 
amount  of  the  discount,  charging  it  to  "ticket  discount." 
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As  each  conductor  makes  his  report  he  divides  his  re- 
ceipts into  cash  fares  and  tickets.  The  whole  of  his 
receipts  is  credited  to  "railway  fares,"  cash  and  tickets 
heing  charged  with  their  respective  amounts.  In  this 
way  the  face  value  of  the  tickets  outstanding  is  always 
shown  on  the  books. 

This  is  only  possible  when  the  tickets  are  made  de- 
tachable, so  that  one  ticket  is  torn  oflf  and  given  to  the 
conductor  for  each  fare.  If  the  tickets  are  made  in  the 
shape  used  by  many  suburban  steam  roads,  where  the 
ride  is  paid  for  by  punching  a  nimiber  out  of  the  ticket, 
there  is  no  way  to  keep  any  account  of  the  imused  por- 
tion of  the  ticket  outstanding.  At  the  best  it  could  be 
approximated  only  by  an  estimate  which  could  not  be 
made  reliable. 

80.  Coupons  redeemable  in  merchandise. — Some 
stores  in  country  towns  and  small  cities  issue  books  of 
coupons  redeemable  in  goods,  and  credit  the  full  value 
of  the  books  to  merchandise  as  soon  as  issued.  When 
the  coupons  are  redeemed  over  the  counter  they  are 
cancelled  and  filed  away,  but  no  account  is  ever  kept  of 
them  and  there  is  no  way  to  ascertain  how  many  of  them 
are  outstanding  at  any  time. 

These  are  some  of  the  kinds  of  liabilities  that  the 
auditor  must  look  out  for  and  if  possible  ascertain,  or 
at  least  must  call  attention  to  them  in  his  report. 
Where  the  method  of  treating  them  in  the  accounts  is 
defective,  it  is  his  duty  to  call  attention  to  the  defects 
and  to  reconmiend  the  remedy  for  them. 

81.  Bills  payable. — Dicksee  says  that  "notes  pay- 
able" present  but  little  diflSculty  to  the  auditor,  the  re- 
am note  being  the  voucher  for  the  payment  of  notes 
atured,  while  the  notes  running,  as  shown  by  the  notes 
g^ble  book,  will  explain  the  balance  of  the  notes  pay- 
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able  account  in  the  ledger.  He  refers  to  the  fact  that 
notes  of  considerable  amount  may  be  negotiated  with- 
out any  entry  being  made  on  the  books,  but  dismisses 
the  subject  by  saying  that  the  auditor  should  make  en- 
quiries at  all  of  the  banks  with  which  the  client  is  con- 
nected, and  such  further  enquiries  as  may  be  feasible. 
He  does  not  seem  to  realize  that  unrecorded  notes  would 
not  be  likely  to  be  in  the  regular  banks  of  the  client, 
but  rather  in  the  hands  of  personal  friends,  or  sold 
through  the  instrumentality  of  a  dealer  in  commercial 
paper. 

82.  Contingent  liabilities  on  endorsements. — One  of 
the  most  difficult  things  for  the  auditor  to  ascertain 
with  absolute  certainty  is  a  possible  contingent  liability. 
On  bills  receivable  discounted  the  matter  is  simple 
enough,  but  it  often  happens  that  one  or  more  officers 
of  a  company  will  make  an  individual  bill  payable,  en- 
dorse it  with  the  company's  name  and  get  it  discounted, 
placing  the  proceeds  to  his  or  their  credit.  Of  course  it 
still  shows  as  a  liability,  unless  it  is  drawn  against  or 
has  been  made  to  cover  an  overdraft  already  exisiting. 
But  even  where  the  liability  remains  on  the  books,  there 
is  a  great  diflFerence  between  a  debt  due  to  an  officer  of 
the  company,  and,  therefore,  under  his  control,  and  a 
note  in  the  hands  of  a  third  party  who  may  suddenly 
demand  payment.  But  unless  a  memorandimi  is  made 
of  such  a  note  in  the  bills  payable  register  there  is  no 
way  for  the  auditor  to  discover  its  existence,  imless  he 
notices  that  interest  is  paid  out  when  there  is  no  regular 
note  of  the  company  on  which  interest  is  then  payable. 
If  he  finds  such  an  item  he  must  follow  it  up  until  he 
ascertains  the  note  on  which  it  was  paid  and  if  that  note 
is  not  shown  on  the  books  as  at  least  a  contingent  lia- 
bility, he  must  insist  that  it  be  so  entered.    This  is 
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especially  urgent  when  his  report  is  to  be  used  as  a 
basis  for  credit  in  bank  or  with  creditors. 

83.  Accommodation  paper. — Aceoniniodation  paper 
is  harder  to  locate,  especially  when  it  is  given  for  the  ac- 
commodation of  the  other  man,  but  there  is  liable  to  be 
some  trace  of  it  left,  which  may  escape  the  attention  of 
the  auditor  if  he  is  not  on  the  lookout  for  the  reason 
of  any  pecuhar  entries.  If  each  party  to  the  trade 
takes  up  his  own  note  the  transaction  would  be  shown 
by  the  check  given  and  the  deposit  made,  but  if  the 
other  party  takes  up  the  note  of  the  auditor's  client 
and  returns  it  to  him  there  would  be  no  clue  to  the  affair, 
unless  the  cancelled  note  is  found  among  the  regular 
bills  payable  that  have  been  paid  and  filed  away.  If 
the  auditor  has  not  been  able  to  find  any  trace  of  such 
transactions,  he  must  content  himself  with  the  statement 
of  the  officers  of  the  company  that  they  are  not  indulg- 
ing in  the  practice  of  kiting.  He  is  not  responsible  for 
not  discovering  the  existence  of  uni'ecorded  notes,  if 
there  is  nothing  on  the  book  which  would  excite  his 
suspicions. 

84.  Bonds. — Bonds  may  appear  in  the  accounts  on 
either  side,  according  as  they  are  issued  by  the  compaTiy 
or  held  as  an  investment  or  in  a  sinking  fund.  As  tliere 
is  little  difference  in  the  practical  handling  of  the  ac- 
counts, they  are  treated  under  the  head  of  liabilities,  as 
that  is  where  they  are  usually  found  in  the  ordinary 
company. 

The  auditor  is  interested  in  the  different  classifica- 
tions of  bonds,  only  to  the  extent  to  which  his  duties 
vary  in  regard  to  the  different  kinds.  In  an  original 
investigation  in  regard  to  mortgage  bonds,  he  should 
examine  the  original  record  of  the  mortgage  or  a  prop- 
erly certified  copy,  in  order  to  ascertain  whether  there 
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are  any  pro^-isions  as  to  a  sinking  fund,  or  a  periodic 
redemption  of  any  ]iortion  of  the  issue  by  lot  or  other- 
wise. It  is  not  his  duty  to  ascertain  whether  the  mort- 
gage is  a  first  lien,  though  there  are  instances  on  record 
where  the  auditors  have  discovered  and  called  atten- 
tion to  jjrior  liens  that  have  heen  overlooked. 

Debenture  bonds,  as  a  rule,  are  a  geiM;ral  charge 
against  all  the  assets,  and  are  really  nothing  more  than 
notes  payable.  But  occasionally  they  are  made  a 
charge  against  specific  assets,  amounting  to  a  hen  on 
them  and  it  is  the  duty  of  the  auditor  to  examine  the 
trust  deed  to  ascertain  whether  such  a  condition  exists. 

If  the  bonds  are  income  bonds,  which  are  payable 
only  out  of  funds  provided  by  net  profits  actually  made, 
the  duty  of  the  auditor  is  to  see  that  no  dividends  are 
paid  out  of  the  profits  until  the  payment  of  the  bonds 
has  been  made  or  provided  for. 

In  the  same  way  the  auditor  must  acquaint  himself 
with  the  conditions  incident  to  any  issue  of  bonds  and 
ascertain  whether  they  have  been  complied  with.  Un- 
less there  is  power  of  substitution  in  the  trust  deed,  the 
company  has  no  right  to  sell  any  of  the  pledged  prop- 
erty, without  retiring  an  equivalent  amount  of  the  bonds, 
even  if  it  at  once  buys  more  valuable  property  of  the 
same  kind.  There  may  be  a  provision  for  the  carrying 
of  a  minimum  amount  of  fire  insurance  to  protect  the 
bondholders.  All  these  conditions  should  be  known  to 
the  auditor  and  he  should  report  any  violation  of  them. 

85.  Unissued  bonds  an  asset. — Unlike  unissued  stock, 
unissued  bonds  are  to  be  carried  as  assets,  though  tliey 
are  best  shown  on  the  balance  slieet  as  a  deduction  from 
the  credit  balance  of  the  total  authorized  issue.  Hat- 
field says  that  there  is  no  essential  difference  between 
them  and  stock.    There  is  this  radical  distinction— 


issued  stock  has  no  value  whatever,  while  unissued  bonds 
are  a  part  of  the  authorized  issue  which  is  secured  by  a 
mortgage  on  the  property.  This  lien  ^ves  them  value, 
which  is  in  abeyance  as  long  as  they  are  in  tlie  hands  of 
the  company,  but  which  becomes  operative  as  soon  as 
they  are  acquired  by  others.  Therefore,  treasury  bonds 
are  just  as  good  collateral  for  loans  to  the  company 
itself  as  tliey  would  be  to  others  who  had  bought  and 
paid  for  them. 

Bonds,  unlike  stock,  can  be  sold  by  the  issuing  com- 
pany at  a  discount,  without  any  liability  on  the  part  of 
the  purchaser  for  the  difference  between  the  purchase 
price  and  par. 

86.  Bonds  sold  at  a  discount.— Vfhen  bonds  are  is- 
sued and  sold  at  a  tliscount,  all  authorities  agree  that 
the  discount  is  an  anticipation  of  interest,  because  if  the 
rate  of  interest  had  been  made  higher,  the  bonds  could 
have  been  sold  at  par  and  the  burden  of  the  additional 
interest  would  have  been  distributed  over  tlie  life  of 
the  bonds.  Arguing  from  the  fact  that  the  discount 
was  in  reality  interest,  it  was  long  claimed,  even  by  ac- 
countants, that  it  was  chargeable  to  tlie  capital  account 
of  the  property  for  the  acquisition  of  which  the  bonds 
were  issued,  as  for  instance  a  building  or  plant.  There 
is  no  doubt  that  interest  paid  on  funds  used  in  the 
erection  of  a  building  during  the  time  occupied  in  com- 
pletely finishing  the  building  is  chargeable  as  an  element 
of  its  cost.  It  does  not  by  any  means  follow  that  the 
discount,  which  is  confessedly  the  equivalent  of  inter- 
est to  be  paid  in  the  future,  long  after  the  building 
is  finished  and  in  use,  is  in  any  true  accounting  sense 
any  element  whatever  of  the  cost.  It  has  been  so 
treated  apparently,  because  it  was  the  easiest  way  to 
dispose  of  it,  until  now  the  custom  has  virtually 


•  ••• 


ACCOUNTS  PAYABLE  '.>•.        101 

•  •  •     • 

Slimed  ibe  sanction  of  an  economic  law  in  the  \^iinds 
of  bosiness  men. 

87.  An  improvement  on  the  common  method.-^An 
inafysis  of  the  true  nature  of  the  conditions  may  shoW 
a  better  method  of  treating  this  subject,  although  it  is '//.;'*. 
doubtful  whether  it  will  ever  be  possible  to  change  the  *''.-: I: 
aooounting  practice  now  in  vogue.  If  it  is  agreed  that 
it  is  wrong  to  show  the  discount  as  a  part  of  the  cost, 
it  can,  of  course,  be  carried  in  the  balance  sheet  as  a 
nominal  asset,  in  the  nature  of  interest  paid  in  advance. 
The  presence  of  such  an  item  among  tlie  assets  will 
naturally  meet  with  objections.  To  meet  this  criti- 
cism and  at  the  same  time  to  represent  accurately  the 
true  condition,  it  would  be  necessary  only  to  show  the 
discount  where  it  actually  originates,  in  the  bond  ac- 
count itself,  by  carrying  that  account  at  the  amount 
actually  realized.  There  is  no  doubt  that  a  liability 
need  be  carried  only  for  the  amount  that  the  company 
is  at  present  liable  to  pay.  If  the  bonds  are  sold  at 
a  discount  to-day,  it  is  because  they  are  worth  no  more 
than  the  net  amount  realized,  and  if  the  company 
were  in  funds,  it  could  repurchase  them  for  virtually 
that  amount.  If  this  is  true,  the  present  worth  of  tlie 
liability  is  only  that  amount,  and  there  is  no  accounting 
reason  why  it  should  be  shown  for  any  more  on  the 
balance  sheet,  if  the  eventual  liability  representing  the 
face  of  the  bonds  at  maturity  is  also  shown  in  paren- 
thesis. This  is  the  practice  very  largely  adopted  in 
England,  where  it  seems  to  have  arisen  from  the  fact 
that  companies  frequently  issue  debentures  redeemable 
ody  at  the  option  of  the  company  and  that  these  de- 
bentures are  often  issued  and  also  retired  at  a  discount. 

If  this  plan  of  carrying  the  bonds  is  adopted,  operat- 
ing interest  should  be  charged  each  year,  and  the  bond 


account  credited,  with  the  annual  proportion  found  by 
divjdjhg  the  discount  by  the  number  of  years  tlie  bonds 
have  to  run.  In  this  way  the  bond  account  will  equal 
'the  face  of  the  bonds  when  they  mature  and  each  year 
..'will  have  carried  its  share  of  the  interest,  as  it  should 
have  done,  and  as  would  have  been  the  case  if  the  bonds 
had  been  issued  at  tlie  higher  rate  of  interest. 

Whatever  plan  is  adopted,  the  auditor  must  strenu- 
ously oppose  the  charji^ing  of  the  discount  to  the  in- 
vestment account.  Fortunately  he  is  not  obliged  to  de- 
pend entirely  on  theory  to  defend  liis  course,  since  he 
can  now  quote  as  authority  the  Inter-State  Commerce 
Commission,  which  has  definitely  instructed  the  rail- 
roads to  charge  the  discount  to  "discount  on  bonds." 

88.  Bonds  sold  at  a  premium. — "When  bonds  are  sold 
at  a  premium  it  is  always  a  perplexing  question  as  to 
how  the  premium  shall  be  treated.  Some  accountants 
claim  that  it  is  an  accidental  profit  of  the  year  in  which 
the  bonds  are  sold,  and  if  the  amount  is  small  there  is 
no  real  objection  to  treating  it  as  such  to  tlie  extent 
of  offsetting  it  against  the  cost  of  printing  and  issuing 
the  bonds,  or  against  other  organization  expenses.  But 
if  the  amount  is  large  it  is  not  fair  to  subsequent  years 
to  burden  them  with  the  higher  rate  of  interest  and 
give  the  advantage  to  the  year  in  which  the  bonds  are 
issued.  The  better  way  would  be  to  carry  it  as  a 
deferred  credit  which  would  be  annually  reduced  by  a 
proportionate  credit  to  interest. 

89.  The  basic  rate  of  interest.— If  bonds  are  bought 
at  a  premium  or  discount  it  is  clear  that  the  coupons 
do  not  represent  the  interest  on  the  actual  money  in- 
vested since  the  premium  or  discount  will  disappear 
when  the  bonds  are  paid  at  their  face  at  maturity.  In 
the  case  of  bond^  bought  at  a  premium  each  coupon 
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ccxitains  its  proportion  of  the  refund  of  the  premium, 
and  since  each  refund  reduces  the  amount  of  the  actual 
money  invested,  the  principal  entitled  to  interest  is  a 
constantly  reducing  quantity.  The  actual  rate  of  in- 
terest realized  is  called  the  hasis.  To  illustrate,  if  bonds 
are  bought  at  110  bearing  6  per  cent,  and  running  such 
a  time  as  to  make  the  actual  rate  or  basis  5  per  cent, 
when  the  first  semi-annual  coupon  of  $30  is  paid  it 
is  not  right  to  credit  the  whole  of  this  to  interest,  as  the 
bond  is  now  six  months  nearer  matiu-ity.  As  the  basis 
is  5  per  cent,  the  interest  on  $1,100  for  6  months  would 
be  $27.50  which  should  be  credited  to  interest  and  $2.50 
to  the  principal,  reducing  the  latter  to  $1,097.50,  The 
Mext  coupctti  would  have  to  provide  interest  on  this  at 
5  per  cent,  or  $27.44,  with  $2.56  to  go  to  the  credit  of 
the  principal.  At  the  matiu^ty  of  the  bond  the  prin- 
cipal will  be  reduced  to  par. 

In  the  case  of  bonds  bought  at  a  discount,  the  basis 
rate  would  be  greater  than  the  coupon,  and  the  prin- 
cipal would  be  charged  with  the  diflFerence  since  the 
bond  becomes  more  valuable  as  it  approaches  maturity. 

In  keeping  the  account  with  the  bonds  the  face  of 
the  bonds  may  be  kept  in  one  account  and  the  premium 
and  discount  in  another,  or  the  account  with  each  issue 
of  bonds  may  be  kept  in  double  columns,  the  first  being 
a  memorandum  column  of  the  face  of  the  bonds,  and  the 
second  the  amount  at  which  the  bonds  are  carried.  The 
latter  is  the  better  way  when  a  nimiber  of  diflFerent 
bonds  are  carried  as  an  investment,  or  in  case  of  a 
bond  dealer. 

Bond  dealers  charge  each  class  of  bonds  bought  to 
a  separate  account  at  the  amount  paid  for  them,  and 
the  interest  to  date  of  purchase  is  charged  to  "accrued 
interest,"  which  is  carried  as  an  asset.    At  the  end  of 
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each  month  the  accrued  interest  of  all  the  honds  on  hand 
is  calculated  and  the  difference  hetween  this  amount 
and  the  face  of  the  accomit  is  charged  to  accrued  in- 
terest and  credited  to  interest.  When  bonds  are  sold, 
the  bond  account  is  credited  with  the  price  realized  and 
the  difference  between  that  and  the  value  at  which  the 
bonds  were  charged  is  credited  or  charged  to  "bond 
profit  and  loss."  The  interest  received  on  the  bonds  in 
the  sale  is  credited  to  accrued  interest  and  so  are  any 
coupons  that  may  have  been  collected.  In  tliis  way 
the  accrued  interest  account  always  shows  the  amount 
of  interest  accrued  but  not  due  as  an  asset  and  the 
interest  account  the  amount  which  has  been  earned  to 
date. 

^  90.  Sinking  funds. — In  order  to  secure  the  payment 
of  bonds  more  efTectually  there  is  often  a  provision  in 
the  trust  deed  that  the  company  shall  establish  a  sinking 
fund.  This  has  been  defined  as  a  species  of  financial 
arrangement  by  means  of  which  a  fund  is  created  to 
reduce  or  extinguish  a  debt,  either  already  incurred  or 
about  to  be  incurred.  The  debt  to  be  thus  provided  for 
is  ordinarily  represented  by  bonds  or  debentures  of 
some  kind  that  are  due  in  the  comparatively  remote  fu- 
ture and  which  are  not  redeemable  before  maturity. 
The  fund  thus  provided  should  be  actually  invested  in 
interest-bearing  securities  and  should  be  sufficiently  in- 
creased each  year  to  enable  it  to  amount,  with  compound 
interest,  to  the  entire  sum  represented  by  the  debt  at  its 
maturity.  The  annual  contribution  that  should  I>e  made 
to  the  fund  may  be  ascertained  by  the  compound  in- 
terest tables  based  on  the  rate  of  interest  expected  to  be 
realized,  but  this  theoretical  calculation  will  not  work 
out  in  practice,  because  of  the  impossibility  of  invest- 
ing the  odd  amounts  to  be  dealt  with,  unless  the  in- 
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terest  used  in  the  calculation  is  so  low  that  it  can  be 
realized  from  deposits  in  a  savings  bank. 

In  the  case  of  a  fund  to  provide  for  bonds  due  very 
far  in  the  future,  there  is  also  the  probability  of  a  de- 
cided reduction  in  the  rate  of  interest  that  can  be  realized 
on  investments  in  the  future,  as  it  is  a  well-known  fact 
that  the  rate  of  interest  obtainable  on  safe  investments 
has  been  steadily  declining  and  will  probably  continue 
to  do  so.  In  making  investments  for  this  fimd  it  is 
always  preferable  to  purchase  as  far  as  possible  the 
bonds  for  the  redemption  of  which  it  was  established. 
When  this  is  done,  the  bonds  are  not  cancelled  but  are 
held  as  an  investment  in  the  same  way  as  any  others 
would  be  and  the  coupons  are  collected  and  reinvested 
exactly  as  others  are.  Otherwise  the  fimd  would  be 
deficient  at  its  maturity,  and  in  the  meantime  the  gen- 
eral operation  of  the  business  would  be  relieved  from 
the  payment  of  interest  on  the  bonds  cancelled.  When 
bonds  are  issued  in  series  payable  annually,  the  taking 
up  of  the  bonds  each  year  is  altogether  different  from 
the  establishment  of  a  sinking  fund  and  therefore  the 
bonds  thus  taken  up  are  charged  oflF  the  books  and 
cancelled. 

91.  Sinking  fimd  not  chargeable  to  profit  and  loss. — 
As  a  rule  the  business  that  issues  bonds  for  the  purpose 
of  raising  money  to  carry  on  its  operations  is  obliged 
to  invest,  to  a  very  large  extent,  all  its  available  funds, 
whether  derived  from  capital  or  bonds,  in  fixed  assets 
and  seldom  has  more  than  enough  floating  or  active 
capital  to  take  care  of  its  active  liabilities.  When  a 
business  is  confronted  with  the  necessity  of  raising  a 
definite  sum  each  year  and  transforming  it  into  a  fixed 
asset  such  as  a  sinking  fund  must  necessarily  be,  the  only 
way  it  can  do  this  is  by  accumulating  the  sum  by  not  dis- 
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tributing  its  profits  among  the  stockholders.  For  this 
reason  it  is  said  tliat  tlie  sinking  fund  must  be  paid 
for  out  of  profits.  While  this  is  true  in  the  sense  that 
profits  must  furnish  the  money,  it  by  no  means  follows 
that  the  sinking  fund  is  chargeable  to  profit  and  loss 
as  many,  even  among  accountants  claim.  By  analyzing 
the  nature  of  a  sinking  fund  we  see  that  the  fund  is 
in  reahty  a  device  for  paying  off  the  bonds  and  that  as 
the  original  proceeds  of  the  bonds  when  issued  were 
not  credited  to  profit  account,  the  charge  for  their 
redemption  must  not  be  cliarged  to  it. 

This  is  reasoning  back  to  the  original  nature  of  the 
sinking  fund.  By  carrying  the  subject  forward  to  the 
final  entries  when  the  fund  has  performed  its  work  we 
will  reach  tlie  same  conclusion.  If  we  have  charged  the 
sinking  fund  off  to  profit  and  loss  each  year  we  must 
have  set  up  a  reserve  account  as  a  credit  offset  or  else 
we  would  have  been  obliged  to  credit  the  sinking  fund 
account,  thus  wiping  it  off  the  books  while  still  holding 
the  actual  asset  in  the  fund.  If  the  reserve  account  has 
been  set  up  we  would  have  at  the  maturity  of  the  bonds, 
say  for  $100,000,  the  following  accounts  open  on  the 
books: 

Bonds,   cr $100,000 

Reserve  for  boniis,  cr 100,000 

Sinking  fund,   dr.    100,000 

Realizing  on  the  sinking  fund  and  with  it  paying  off 
the  bonds  we  would  have  still  remaining  a  credit  of 
$100,000  to  "reserve  for  bonds"  with  no  bonds  outstand- 
ing and  therefore  no  necessity  for  the  reserve.  The  only 
way  it  can  be  disposed  of  is  by  a  credit  to  profit  and  loss 
again.  But  it  is  manifest  that  there  was  no  object  in 
having  charged  it  to  profit  and  loss  at  all  If  it  has  now 
to  be  recredited. 
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The  whole  confusion  arises  from  a  failure  to  compre- 
hend the  true  character  of  the  sinking  fund  as  a  change 
in  the  name  of  an  asset  from  cash  to  sinking  fund  with- 
out in  any  way  changing  its  character  as  an  asset. 

If  the  money  used  to  establish  the  sinking  fund  had 
been  used  to  buy  part  of  the  bonds  and  retire  them, 
diarging  the  amount  to  bonds,  there  would  be  no  ques- 
tion as  to  profit  and  loss.  But  the  sinking  fund  is  in 
effect  no  more  than  the  debit  side  of  the  bond  account 
carried  in  a  separate  account  temporarily,  for  conven- 
ience only. 

It  might  be  thought  that  this  is  merely  an  academic 
question  with  no  practical  bearing,  but  it  has  a  decidedly 
practical  aspect,  when  we  consider  that  it  is  the  duty 
of  an  auditor  to  prepare  a  balance  sheet  which  will  tell 
the  truth.  If  he  puts  into  it  a  liability  of  reserve  for 
bonds  for  a  large  amount  he  is  depleting  the  surplus  to 
that  extent  and  thereby  deceiving  any  stockholder  who 
does  not  know  enough  about  accounting  to  realize  that 
the  account  is  a  fictitious  one.  In  fact  those  accountants 
who  defend  the  account  do  so  by  saying  that  the  object 
is  to  so  reduce  the  surplus  that  stockholders  will  not 
clamor  for  dividends,  but  they  have  never  explained 
how  the  auditor  became  invested  with  the  authority  to 
deceive  stockholders,  even  when  he  thinks  he  is  doing  it 
for  their  own  good. 

In  order  to  meet  their  views  and  at  the  same  time 
make  a  true  statement,  it  is  only  necessary  to  divide  the 
surplus  into  two  parts,  the  first  one  being  "fixed  sur- 
plus" invested  in  the  sinking  fund  bonds,  and  the  sec- 
ond "free  surplus,"  available  for  dividends,  the  sum  of 
the  two  being  extended  in  the  balance  sheet  as  **total 
surplus,"  thus  giving  the  stockholder  exact  information 
as  to  the  book  value  of  his  stock.     The  Inter- State 


Commerce  Commission  in  its  bulletin  of  July  1,  1909, 
makes  it  obligatory  on  the  railroads  to  do  this,  using 
the  term  "appropriated  surplus"  instead  of  fixed  sur- 
plus. It  is  not  necessary  to  open  an  account  on  the 
books  for  this  appropriated  surplus,  as  tlie  division  can 
be  made  on  the  balance  sheet  only. 

A  reserve  account  should  always  be  a  credit.  It  is 
the  expression  of  the  judgment  of  the  managers  of  the 
business  of  the  probable  loss  or  expense  that  is  likely 
to  be  met  with.  If  the  exact  loss  was  known  it  could 
be  charged  off  at  once,  but  since  there  is  an  uncertainty 
about  the  amount  that  will  be  lost  from  depreciation, 
bad  debts  and  other  like  items,  the  reserve  account  is 
set  up  to  provide  for  the  contingencies.  When  the 
charge  is  a  definite  one,  such  as  "bond  interest,"  it  is 
a  misnomer  to  call  the  account  "reserve  for  bond  inter- 
est."    It  should  be  "bond  interest  accrued." 

A  fund  must  always  be  a  debit  account,  consisting 
simply  of  the  setting  aside  of  money  or  securities  for  a 
Specific  purpose.  It  is  purely  a  financial  expedient  to 
ensure  the  possession  of  ready  money  to  meet  the  object 
for  which  the  fund  is  established  when  the  necessity 
fur  its  use  arises.  A  reserve  account  can  be  set  up  with- 
out any  fund  to  represent  it,  and  a  fund  can  be  estab- 
llHht'il  without  any  offsetting  reserve  account.  There 
Ih  110  necessary  comiection  between  them  whatever. 
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CAPITAL  STOCK 

92,  Capital  of  a  partnership. — The  auditor  has  many 
problems  to  face  in  connection  with  the  issue  and  the 
subsequent  treatment  of  the  capital  stock  of  a  company. 
Even  if  it  is  considered  that  he  is  not  acting  as  an  auditor 
but  as  a  practical  accountant  when  he  supervises  the 
original  entries  in  a  new  corporation,  his  duties  as 
auditor  concern  these  entries  when  he  is  investigating 
a  company  whose  books  were  opened  up  by  others. 

In  a  partnership  the  capital  of  the  firm  is  the  net 
worth,  or  the  excess  of  the  assets  above  the  outside  lia- 
bilities. In  a  corporation  the  matter  is  more  complex, 
since  the  amount  of  the  capital  stock  is  fixed  and  is  not 
necessarily  the  excess  of  the  assets,  there  being  often 
a  difference  that  has  to  be  adjusted.  If  the  excess  of 
the  assets  is  greater  than  the  proposed  capital,  the  over- 
plus must  be  credited  to  surplus,  which  will  be  avail- 
able for  dividends,  unless  it  is  specifically  set  aside  for 
a  definite  purpose,  in  which  event  it  should  be  dis- 
tinctly "ear-marked"  as  an  appropriated  surplus. 

98.  Capital  of  a  corporation. — If  the  excess  of  as- 
sets is  less  than  the  capital  of  the  new  company,  it  is 
necessary  to  adopt  some  plan  by  which  an  equilibrium 
can  be  reached.  There  are  several  ways  of  accomplish- 
ing this  object.  One  is  to  increase  the  book  valuation 
of  the  fixed  asset,  such  as  "plant,"  suflSciently  to  cover 
the  deficit.  This  is,  of  course,  very  objectionable,  as 
it  puts  false  figures  on  the  books,  and  the  expedient  is 
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still  more  opprobrious  when  several  items  are  grouped 
in  one  account,  such  as  "plant,  franchises,  etc."  In  a 
manufacturing  company  the  items  of  patents  and  pat- 
terns are  often  swollen  to  an  abnormal  extent.  As  it  is 
extremely  difficult  to  arrive  at  tlie  true  value  of  either 
of  these  items,  the  auditor  cannot  always  object  to  the 
valuation  placed  upon  them  by  the  board  of  directors. 
Or  the  deficit  can  be  charged  to  good-will  as  an  expres- 
sion of  the  value  of  the  business  built  up  by  the  old  firm, 
when  the  company  is  one  that  has  taken  over  an  old 
business.  This  is  unquestionablj'  the  best  plan,  as  the 
position  is  then  honestly  stated  and  any  one  examining 
the  balance  sheet  of  the  company  will  be  able  to  see  what 
are  the  real  tangible  assets  at  a  fair  valuation,  and  can 
make  up  his  own  mind  as  to  whether  the  good-will  is  or 
is  not  as  valuable  as  it  is  rated.  In  a  company  starting 
an  entirely  new  entei"prise  there  can  be  no  such  thing 
as  good-will  to  begin  with.  To  the  extent  that  any  of 
the  assets,  including  good-wiU,  are  overvalued  the  stock 
is  said  to  be  "watered."  The  only  way  to  avoid  watering 
the  stock  under  these  conditions  is  to  have  the  stock- 
holders donate  a  sufficient  amount  of  their  stock  to 
cover  the  deficit,  and  to  cany  it  as  "treasury  stock" 
until  a  surplus  has  been  accimiulated,  out  of  which  a 
stock  dividend  can  be  declared,  returning  the  stock  to 
them.  The  obvious  objection  to  this  is  that  the  original 
stockholders  would  lose  the  advantage  supposed  to  be 
gained  by  watering  the  stock. 

94.  Opening  the  books  of  a  corporation. — The  legal 
steps  to  be  taken  in  incorporating  a  company  are  usually 
in  charge  of  an  attorney,  but  the  auditor  should  know 
what  they  are  in  the  state  from  which  the  charter  is 
obtained,  and  should  ascertain  whether  all  the  require- 
ments have  been  met. 
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In  opening  the  books  of  a  company,  many  accountants 
use  a  number  of  accounts  that  are  opened  only  to  be  at 
once  closed,  such  as  "'subscription''  and  ""plant  and  sun- 
dry assets/'  The  modem  American  accountant  does 
not  look  with  favor  on  these  useless  accounts,  but  prefers 
to  state  the  facts  as  they  are  with  as  httle  circumlocution 
as  possible.  He,  therefore,  makes  his  first  entry  to  show 
the  subscription  to  the  stock,  ""subscribers,  to  capital 
stock"  for  the  amount  of  the  subscribed  stock.  If  the 
number  of  subscribers  is  small,  the  names  and  subscrip- 
tions may  be  detailed  on  the  journal  and  an  account 
opened  with  each  on  the  general  ledger.  If  there  are 
many  of  them  the  entry  may  say  ""as  detailed  in  subscrip- 
tion register,"  which  is  a  book  containing  the  names  and 
addresses  of  the  subscribers  and  the  amount  of  their 
respective  subscriptions.  From  this  book  the  amount  of 
each  man's  subscription  is  posted  to  the  debit  of  his  ac- 
count in  a  ""subscription  ledger."  Where  there  are 
many  payments,  especially  where  the  stock  is  called  up 
in  installments,  it  is  well  to  provide  a  column  in  the  cash 
book  for  subscribers.  When  a  man's  subscription  is 
fully  paid,  whether  a  certificate  is  issued  to  him  or  not, 
he  should  be  credited  on  the  ""stockholders'  ledger"  with 
the  face  value  of  his  stock.  In  many  of  the  books  kept  in 
stock  by  the  stationers,  the  stockholders  are  debited  with 
their  holdings,  which  is  a  manifest  error  and  arises  from 
a  confusion  between  the  functions  of  a  subscription 
ledger  and  a  stock  ledger.  The  account  of  capital  stock 
on  the  general  ledger  is  of  necessity  a  credit  account. 
The  stock  ledger  is  merely  the  detail  of  the  general 
ledger  account,  and  it  is  easily  seen  that  the  parts  must 
be  of  the  same  nature  as  the  whole. 

It  is  better  to  have  a  specially  ruled  stockholders' 
ledger,  but  it  is  not  absolutely  necessary.     The  ordinary 
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form  of  ledger  will  do  if  the  columns  are  double.  In 
each  account,  are  shown  on  the  credit  side  the  date  and 
number  of  the  certificate,  tlie  source  from  which  ob- 
tained, the  number  of  shares  and  the  face  value.  The 
source  is  either  original,  in  the  ease  of  the  original  sub- 
scriber or  the  name  of  the  person  from  whom  trans- 
ferred. When  stock  is  transferred  the  stub  of  the  new 
stock  certificate  shows  from  wliom  it  came,  and  the  old 
certificate  should  also  show  the  name  of  the  person  and 
the  number  of  the  certificate  to  whom  it  goes.  In  this 
way  the  stock  can  be  traced  either  forward  or  backward. 
The  stock  ledger  account  of  the  transferrer  shows  on  the 
debit  side  the  name  of  the  party  to  whom  transferred, 
the  number  of  the  certificate  surrendered,  the  number 
of  shares  transferred  and  their  face  value.  If  the  en- 
tire number  of  shares  shown  by  the  surrendered  certifi- 
cate is  not  transferred  the  balance  retained  should  be 
shown  by  a  debit  to  "self"  and  a  credit  of  the  same 
amount  for  the  certificate  issued  for  them.  In  every 
case  where  a  transfer  is  made  the  whole  certificate  trans- 
ferred should  be  cancelled  and  charged  out  and  a  cor- 
responding number  of  shares  issued  and  credited.  An 
exception  to  this  rule  may  be  made  in  the  case  of  treas- 
ury or  trustee  stock  from  which  a  large  number  of  trans- 
fers may  be  made.  As  this  stock  remains  under  the 
control  of  the  office  tlie  account  with  it  can  be  only  kept 
on  the  books,  and  only  the  transferred  stock  need  be 
represented  by  actual  certificates.  It  is  necessary  to  re- 
member that  the  title  to  stock  resides  in  the  record  on 
the  books  and  that  the  certificate  is  only  the  evidence 
of  that  title  and  is  not  the  stock  itself.  The  total  of 
the  balances  on  the  stock  ledger  must  always  be  the 
balance  of  the  capital  stock  account  on  the  general 
ledger. 
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95.  Payment  for  Hock. — ^The  stock  having  been  sub- 
scribed, it  remains  for  the  auditor  to  see  that  it  has  been 
properly  paid  for.  This  is  evidenced  by  the  credits  to 
the  subscribers.  When  property  of  any  kind  is  turned 
over  in  payment,  a  journal  entry  is  made  specifying  the 
property  turned  over,  at  its  valuation,  and  crediting  the 
subscribers  who  have  transferred  it.  Reference  must 
be  made  to  the  records  of  the  board  of  directors  author- 
izing the  transaction  and  the  auditor  should  examine  the 
minute  book  to  see  that  the  record  sufficiently  describes 
the  property  and  that  the  oflFer  to  transfer  it  to  the  com- 
pany, for  the  stock,  was  properly  made  and  accepted. 
He  has  nothing  to  do  with  the  real  value  of  the  prop- 
erty, except  in  states  which  require  that  the  value  should 
be  equal  to  the  par  value  of  the  stock  given  for  it.  If 
there  were  a  manifest  dilBFerence,  it  would  then  be  his 
duty  to  call  attention  to  the  fact  that  the  stock  was  not 
fully  paid  up. 

If  stock  is  sold  at  varying  prices,  as  frequently  hap- 
pens in  the  case  of  mining  companies,  tlie  auditor  must 
consult  the  minutes  of  the  board  to  ascertain  whether 
the  officers  were  authorized  to  sell  at  the  prices  shown 
by  the  books.  If  any  officer  or  employee  receives  all 
or  a  part  of  his  salary  in  stock  when  it  is  being  sold  at 
a  discount  to  others,  the  salary  account  should  be  charged 
with  the  cash  value  only  and  discount  on  stock  with  the 
difference  between  that  and  the  face. 

96.  Verification  of  shares  outstanding. — The  aiuiiUn' 
should  always  examine  the  stock  certificate  book  lui/J 
check  up  the  stubs  with  the  stock  ledger  in  nnUry  U^ 
see  that  all  the  certificates  issued  are  represeiiU'iJ  iX^sx, 
and  he  should  take  a  trial  balance  of  that  k^ln^r  ^^  i**^ 
that  the  total  shares  issued  agree  with  Um^  r^A:^/s4  vt 
stock  issued  on  the  general  ledger,  untij  lilJ  tU  n*^//^'/ 
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is  finally  issuetl.  After  that  an  occasional  test  of  the  out- 
standing stock  would  be  all  that  was  requisite.  It  is  not 
necessary  for  him,  as  a  general  thing,  to  examine  the 
transfers.  The  stock  that  has  been  transferred  should 
always  be  pasted  back  on  the  stub  from  which  it  was 
taken.  The  stubs  tliat  have  no  certificate  attached 
would  then  represent  the  outstanding  stock,  and  if  their 
total  agrees  with  the  capital  stock  account,  the  auditor's 
duties  would  be  ended.  If  the  total  does  not  agi-ce,  the 
easiest  way  to  find  the  discrepancy  is  to  list  the  open 
stubs  in  mmierical  order;  numbers  and  amounts  only, 
and  then  to  post  from  the  stock  ledger  the  pages  on 
which  tlie  numbers  appear  credited  to  the  stockholders, 
being  careful  to  note  that  the  amounts  are  the  same. 
This  will  detect  any  number  that  had  not  been  posted 
or  any  appearing  on  the  ledger  and  not  represented  by 
an  open  stub. 

If  a  trust  company  is  the  transfer  agent  or  registrar 
of  the  stock,  the  auditor  is  relieved  from  the  necessity 
of  verifying  the  outstanding  shares. 

97.  Stock  sold  at  a  discount  or  premium. — When  origf- 
inal  stock  is  sold  by  the  company  at  a  discount  for  cash 
and  the  proceeds  invested  in  a  fixed  asset  such  as  a  man- 
ufacturing plant,  the  usual  custom  is  to  charge  the  dis- 
count to  the  cost  of  the  asset.  This  is  manifestly  WTong, 
since  it  puts  a  fictitious  value  on  the  books,  but  it  is 
extremely  difficult  to  determine  just  what  should  be  done 
with  the  discount  in  those  cases  where  the  stock  is  not 
regularly  sold  at  a  discount.  The  proper  charge  to 
"discount  on  stock,"  while  it  accurately  represents  the 
condition,  causes  a  very  awkward  item  to  appear  on 
the  balance  sheet,  which  it  would  be  very  difficult  to 
persuade  the  directors  to  allow.  If  it  has  to  be  covered 
up  at  all,  the  furtliest  stretch,  the  auditor  would  appear 
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justified  in  countenancing,  would  be  a  charge  to  some 
such  account  as  "special  plant  expense"  to  be  written 
oflF  against  profits  in  a  very  few  years. 

When  stock  is  issued  directly  for  the  property,  the 
auditor's  duty,  theoretically,  is  to  follow  the  same  course. 
In  practice,  he  will  find  it  very  difficult  to  do  so,  because 
he  has  usually  no  way  to  prove  what  the  real  value 
of  the  property  is,  unless  the  case  is  a  very  simple  one 
and  the  property  is  easily  appraised.  He  is,  therefore, 
usually  obliged  to  let  the  judgment  of  the  board  of 
directors  determine  the  value,  unless  there  are  clear  rea- 
sons for  him  to  think  otherwise,  but  even  then  he  must 
be  very  positive  that  his  conclusions  are  correct  before 
lie  ventures  to  criticise  the  action  taken. 

If  stock  is  sold  at  a  premium  the  disposition  of  the 
premium  depends  on  the  conditions.  If  it  is  intended 
thus  to  provide  for  extraordinary  organization  expenses, 
the  premium  may  be  oflFset  against  those  expenses,  the 
diBFerence  if  any  being  carried  into  the  surplus  account. 
If  provision  is  made  in  the  by-laws  or  articles  of  asso- 
dation  for  the  consecration  of  the  premium  to  a  perma- 
nent surplus  not  available  for  dividends  it  should  be  ear- 
marked by  being  credited  to  an  account  called  "per- 
manent surplus,"  which  is  a  better  term  than  "special 
surplus."  In  the  case  of  a  national  bank  the  term  sur- 
plus is  sufficient,  since  it  has  a  special  meaning,  not 
being  under  the  control  of  the  directors  but  of  the  comp- 
troller. If  there  is  no  provision  with  regard  to  the 
premium,  it  is  unquestionably  an  ordinary  surplus, 
though  it  is  contributed  and  not  earned,  and  would  be 
under  the  control  of  the  directors  for  purposes  of  divi- 
dend. In  the  absence  of  express  provisions  the  mere 
calling  it  a  special  reserve  would  have  no  effect  on  its 
real  character  as  a  surplus. 
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98.  Different  classes  of  stock  make  great  care  neces- 
sary.— The  duties  of  the  auditor  of  a  company  that  has 
different  classes  of  stock  make  it  necessary  for  him  to 
prevent  injustice  being  done  one  class  to  the  advantage 
of  another.  If  there  is  non-cumulative  preferred  stock, 
he  must  be  very  careful  in  his  examination  of  the  closing 
entries  for  tlie  year.  If  there  are  not  profits  enough 
to  pay  the  preferred  dividend  for  the  year  he  must  sat- 
isfy himself  that  all  the  elements  of  the  revenue  ac- 
coimt  are  properly  stated  and  that  the  profits  are  really 
as  small  as  they  appear.  But  it  may  not  appear  to 
him  to  be  equally  important  to  ascertain  whether  the 
profits  are  not  seriously  overstated  if  the  preferred  divi- 
dend is  paid  and  there  is  also  a  considerable  divi- 
dend paid  on  the  common  stock.  Yet  it  may  be  that 
through  a  manipulation  of  the  inventory,  or  in  some 
other  way,  the  profits  of  the  year  are  swollen  to  an 
abnormal  amount  at  the  expense  of  the  succeeding 
year,  in  which  the  preferred  dividend  may  consequently 
have  to  be  passed. 

99.  Unpaid  dividends  on  cumulative  preferred  stock. 
— ^In  the  case  of  cumulative  preferred  stock  on  which 
all  the  dividends  have  not  been  paid,  he  must  know 
how  to  treat  the  unpaid  dividends  on  his  statements. 
If  the  dividends  have  been  earned,  that  is,  if  there  is  a 
real  and  unimpaired  surplus  of  profits  on  hand,  there 
is  no  question  but  that  there  is  an  actual  liability  to 
tlie  preferred  stockholders  to  the  extent  of  the  sur- 
plus that  is  applicable  to  such  dividends,  and  this  lia- 
bility should  be  shown  on  the  balance  sheet.  But  if 
there  is  no  divisible  surplus,  there  is  no  Uability  ac- 
tually existing,  since  dividends  can  be  paid  only  out 
of  burphis,  but  a  contingent  liability  exists  to  pay  the 
tlivideiid  if  a  surplus  is  earned  in  the  future.     In 
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balance  sheet  intended  for  creditors  there  is  no  occa- 
sion to  show  this  contingent  liability  even  as  a  memo- 
randum, because  the  eventual  creation  of  the  liability, 
of  necessity,  means  the  creation  of  surplus  funds  out 
of  which  it  would  be  paid.  In  a  balance  sheet  intended 
for  the  stockholders,  however,  it  must  be  shown,  be- 
cause the  preferred  stockholders  are  entitled  to  know 
that  they  have  a  lien  on  the  future  profits  to  that  ex- 
tent, and  the  common  stockholders  have  equal  right  to  be 
warned  that  they  cannot  expect  dividends  until 
the  accrued  preference  dividends  are  provided  for.  As 
it  is  impossible  to  show  this  liability  in  the  actual  total 
without  showing  a  corresponding  deficit  in  the  asset 
column,  it  can  only  be  indicated  by  a  note  or  memo- 
randum appended  to  the  balance  sheet. 

100.  Treasury  stock. — The  term  treasury  stock  is 
employed  very  loosely  and  often  erroneously.  When 
stock  has  once  been  legally  issued  for  full  value  and 
has  been  donated  to  the  company  or  purchased  by  it 
and  held  subject  to  the  disposal  of  the  board  of  direct- 
ors, it  is,  at  least  in  theory,  worth  its  face  value  and 
can  be  carried  as  an  asset.  This  is  true  treasurv 
stock.  When  the  stock  is  only  that  which  has  not  been 
subscribed  for  at  all,  or  if  subscribed  for  has  not  been 
taken  up  and  paid  for,  it  is  not  treasury  stock,  but  un- 
subscribed or  unissued  stock  and  has  no  asset  value 
whatever,  since  nothing  has  been  paid  for  it.  Instead 
of  an  asset  it  is,  as  Mr.  Conyngton  says,  "the  privilege 
of  creating  a  liability.''  The  auditor  should  note  this 
diflFerence  and  not  be  led  into  the  error  of  wrongly 
designating  the  stock  in  the  hands  of  the  company. 

The  auditor  should  also  know  what  the  status  of 
treasury  stock  is,  in  the  state  from  which  the  company's 
charter  is  derived,  as  in  some  states  the  possession  of 


the  stock  by  the  company  acts  as  a  cancellation  and  it 
cannot  be  reissued.  Again,  in  some  states  the  stock 
having  been  once  fully  paid  in  theory  may  be  put  in 
the  treasury  and  sold  at  a  discount  without  liabihty  on 
the  part  of  tlie  purchaser,  wliile  In  others  any  insuf- 
ficiency in  the  original  payment  for  the  stock  will  in- 
here in  tlie  treasury  stock  and  make  the  purchaser  liable 
to  outside  creditors  for  the  discount.  To  avoid  tliis 
the  stock  is  sometimes  placed  in  the  name  of  a  trustee, 
hut  this  is  usually  so  transparent  a  subterfuge  that 
no  advantage  is  gained  except  the  privilege  of  reissue. 

Stock  of  its  own  held  by  the  company  or  by  a  trustee 
for  the  company  is  no  longer  active,  that  is,  it  camiot 
vote,  nor  is  it  entitled  to  any  di\'idend.  The  latter 
provision  is  obvious,  smce  if  a  dividend  were  paid  on 
it  out  of  the  profits  it  would  at  once  return  to  the 
credit  of  the  surplus  account,  out  of  which  it  had  just 
been  paid. 

101.  "Donated  working  capital"  account. — Treasury 
stock  usually  results  from  a  donation  for  tlie  purpose 
of  providing  ivorldng  capital  for  development  work. 
The  charge  to  treasury  stock  accoimt  should  therefore 
be  offset  by  a  credit  to  "donated  working  capital."  If 
the  stock  is  sold  at  a  discount,  treasury  stock  should  be 
credited  at  the  face  value  and  donated  working  capital 
debited  with  the  discount,  either  directly  or  by  first 
charging  it  to  "discount  on  stock."  The  reason  for  this 
is  that  the  real  working  capital  is  only  the  actual  money 
realized  and  used  in  the  development  of  the  property 
and  the  discount  lost  on  the  sale  is  a  lessening  of  the 
original  nominal  value  of  this  fund.  The  balance  of 
"donated  working  capital"  account  would  then  always 
be  equal  to  the  stock  in  the  treasury  at  par,  plus  the 
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amount  of  cash  realized  on  stock  sold,  and  when  all 
tiie  stock  is  sold  it  would  be  the  actual  cash  realized. 

As  the  money  thus  provided  is  expended  it  is  charged 
to  ihe  various  accounts  representing  the  development 
work,  until  it  is  finished.  These  accounts  are  then 
closed  out  against  the  donated  working  capital  account. 
This  is  the  only  logical  method,  as  the  working  capital 
was  donated  for  this  express  purpose  and  the  books 
should  show  that  the  purpose  was  carried  out.  It  does 
iK>t  seem  that  the  donated  stock  is  in  any  sense  a  sur- 
plus, as  some  claim,  unless  it  is  specifically  given  for 
that  purpose  by  the  stockholders. 

102.  Secret  reserves. — We  have  now  examined  all 
the  items  that  usually  appear  on  a  balance  sheet,  ex- 
cept the  siu^lus,  the  consideration  of  which  will  natu- 
rally be  in  order  after  the  steps  leading  up  to  it  have 
been  investigated. 

The  balance  sheet,  as  we  have  seen,  is  a  statement 
of  the  condition  of  business  as  shown  by  the  ledger,  the 
various  items  being  entered  at  book  value.  If  the 
auditor  is  satisfied  that  these  values  are  such  that  the 
condition  is  made  to  appear  more  favorable  than  it 
really  is,  there  is  no  question  as  to  his  duty.  He  must 
insist  that  the  figures  be  adjusted  to  show  the  real  con- 
dition. But  if  the  contrary  condition  exists  and  the 
position  of  the  business  is  shown  as  less  favorable  than 
it  really  is,  there  is  a  difference  of  opinion  among  au- 
thorities as  to  the  duty  of  the  auditor.  The  business  is 
then  said  to  possess  a  "secret  reserve."  It  may  take 
several  forms,  but  in  general  terms  it  consists  in  im- 
dcrvaluing  the  assets  or  overv^aluing  the  liabilities. 
The  object  in  establishing  it  is  to  provide  out  of  exces- 
sive profits  of  prosperous  years  a  fund  which  can  be 
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drawn  upon  to  increase  the  profits  of  less  prosperous 
ones,  a  sort  of  governor  to  make  the  machinery  of  the 
business  appear  to  be  running  at  a  nearly  uniform 
rate.  No  one  can  dispute  that  the  establishment  of  the 
reserve  is  good  policy.  The  contention  is  not  as  to 
the  advisabihty  of  the  reserve  itself,  but  whether  it 
should  he  secret,  and  if  so,  whether  the  manager  is 
justified  in  establishing  it  without  the  knowledge  of  the 
directors,  or  wliether  tlie  directors  only  should  he  au- 
thorized to  estabUsh  it  without  the  knowledge  of  the 
other  stockholders. 

Mr.  Francis  W.  Pixley,  one  of  the  most  noted  ac- 
counting authorities  in  Great  Britain,  said  at  St.  Louts 
in  1004; 

I  am  of  tlie  opinion  that  what  are  known  as  secret  reBerves 
are  right  and  proper,  and  tend  toward  the  maintenance  of  the 
company  as  a  permanent  institution,  and  that  in  fact,  without 
these  secret  rewerves  it  is  quite  impossible,  having  regard  to  the 
fluctuation  of  both  financial  and  trading  operations,  for  any 
company  to  exist  beyond  a  very  limited  period.  At  the  same 
time  these  reserves  must  be  honestly  made  and  in  the  interests  of 
the  company.  For  directors  to  create  secret  reserves  without 
the  object  of  withholding  profits  legitimately  earned  from  distri- 
bution to  the  [stockholders,  bo  as  to  induce  them  to  dispose  of 
their  holdings  and  acquire  such  holdings  for  themselves,  is  as 
flagrant  an  act  of  dishonesty  as  can  be  conceived;  and  should 
auditors  have  any  reason  to  believe  that  reserves  are  being  cre- 
ated through  improper  motives  they  should  protest  against  this,  ' 
and  if  necessary  so  report  to  their  sharelioldcrs.  Where,  liow- 
eveF,  reserves  are  made  bona  fide  in  the  interests  of  the  com- 
pany,— although  the  auditors  may  consider  them  beyond 
what  may  be  actually  required — they  are  in  my  opinion  justified 
in  passing  them  without  comment,  knowing  that  in  so  doing,  the 
financial  position  of  the  company  will  be  Etrengthened, 
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It  is  only  fair  to  Mr.  Pixley  to  say  that  he  takes  the 
jomewhat  remarkable  position  that  "the  duties  of  audi- 
tors of  a  company  are  to  that  company  as  an  institution 
indnot  to  its  individual  shareholders." 

Mr.  A.  Lowes  Dickinson  saj's  in  this  connection: 

It  is  obviously  wilhin  the  discretion  of  tlie  iitHiiagers  or  direc- 
tor! to  make  reserves  to  meet  possible  contingencies.     Inasmuch 
ttthe  majority  of  industrial  corporations  do  not  publish  their 
gross  earnings  such  reserves  can  easily  be  made  and  are  made 
CDDtiiiually  in  a  form  in  which  thcj  do  not  appear  in  any  way 
b  the  accounts,  and  arc  known  therefore  only  to  the  directors 
uid  managers.     Each  case  must  be  judged  on  its  own  merits. 
Where  the  directors  or  managers  have  exercised  a  wise  discretion 
in  providing  in  advance  for  contingent  losses  which  are  incident 
tn  (he  nature  of  the  business  and  cannot,  from  a  reasonable  point 
of  view,  be  considered  in  excess  of  the  amount  which  a  wise  fore- 
ligbt  would  provide,  it  would  seem  that  no  csccption  should  be 
latcn  to  the  undisclosed  portion  thereof.     Where,  however,  re-  - 
wrves  are  made  largely  in  excess  of  any  possible  contingencies 
the  amounts  provided  should  be  disclosed  bo  that  all  those  in- 
fcreated  may  be  in  a  position  to  form  a  reasonably  correct  opin- 
ion as  to  the  financial  position.     For  instance  a  business  such  as 
haaking  is  peculiarly  liable  to  large  and  unexpected  losses,  the 
d'sclosure  of  which  might  prejudicially  affect  its  credit  and  pos- 
sibly cause  a  disaster  out  of  all  proportion  to  the  cause ;  and  it 
is  obviously  sound  policy  to  accumulate  such  ample  reserves  as 
'}     will  enable  losses  to  be  met  without  any  apparent  disturbance  of 
I     normal  conditions,  but  as  far  as  the  majority  of  corporations 
and  businesses  are  concerned,  publicity  in  such  matters  is  un- 
doubtedly most  desirable,  and  all  reserves  to  meet  contingencies 
which  may  occur  in  the  future  should  be  fully  disclosed. 

Botli  these  authorities  seem  to  be  guilty  of  what  the 
lawyers  call  a  non  sequitur,  since  they  reason  that  be- 
cause it  is  conceded  to  be  a  good  thing  to  estabhsh  ade- 
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quate  resen'es  against  contingencies,  therefore  secret 
reserves  are  to  be  allowed,  provided  a  wise  discretion 
is  observed,  but  they  do  not  say  what  a  wise  discretion 
is,  nor  who  is  to  be  the  judge  of  its  wisdom. 

103.  Injustice  "worked  by  secret  reserves. — Those  who 
defend  the  establislimeiit  of  a  secret  reser\'e  seem  to  look 
upon  the  bank  or  company  as  an  unchanging  entity,  and 
claim  that  it  is  wise  to  conceal  abnormally  large  profits 
one  year  so  as  to  provide  against  the  necessity  of  show- 
ing unusual  losses  in  another  year.  In  the  case  of  a 
close  corporation  or  of  a  partnership  whose  stockholders 
or  members  know  all  about  the  business,  there  would 
be  no  serious  objection,  but  there  would  also  be  no  spe- 
cial reason  for  doing  it.  It  would  then  be  about  on  a 
level  with  the  practice  of  the  suburbanite  who  sets  his 
watch  five  minutes  ahead  so  that  he  may  be  sure  to 
catch  his  train.  In  the  case  of  a  company  whose  stock 
is  somewhat  scattered,  and  may  be  sold  at  any  time  on 
the  basis  of  the  statements  furnished  to  the  stockliold- 
ers,  it  seems  impossible  to  find  any  justification  for  the 
practice.  The  seller  of  such  stock  is  unquestionably 
defrauded  out  of  the  increased  price  tliat  he  could  have 
obtained  if  the  true  condition  had  been  known  to  him 
and  to  the  buyer.  If  the  buyer  hajipens  to  be  one  of 
those  on  the  inside,  with  knowledge  of  the  secret  re- 
serve while  the  seller  is  ignorant  of  it,  tlie  injustice  to 
the  later  is  still  more  flagrant. 

To  obtain  a  clearer  idea  of  the  justice  of  such  a  prac- 
tice it  is  necessary  only  to  look  at  tlie  true  nature  of  a 
corporation.  It  is  not  probable  that  any  one  would 
defend  tlie  managing  partner  of  an  ordinary  copart- 
nersliip  if  he  dehberately  understated  the  pi-ofits  so  as 
to  prevent  liis  partners  from  drawing  out  a  greater  div- 
idend than  he  thought  proper.     But  the  president  and 
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directors  of  a  corporation  are  simply  the  managers  of  a 
partnership  affair,  the  act  of  incorporation  being  for 
the  purpose  of  limiting  the  liability  and  for  greater  con- 
venience of  action,  but  not  in  any  way  causing  the  com- 
pany to  differ  from  an  ordinary  partnership  other  than 
in  these  points. 

The  auditor  who  is  acting  for  the  stockliolders  of  a 
ocMnpany  would  not  seem  to  be  justified  in  signing  a 
certificate  to  a  statement  which  contains  a  secret  reserve 
or  any  other  element  that  is  not  exactly  in  accordance 
with  the  facts.  Not  only  is  he  bound  to  tell  the  entire 
truth  for  its  own  sake,  but  he  is  also  under  obligations 
to  give  all  the  stockholders  all  the  information  in  his 
power^  Those  accountants  who  take  a  different  view  of 
this  question  defend  their  course  on  the  ground  that  tliey 
are  employed  by  the  president  and  directors  of  the  com- 
pany and  are  not  supposed  to  criticise  their  manage- 
ment of  the  business.  While  it  is  true  that  it  would  be 
better  to  follow  the  English  practice  and  have  the  audi- 
tor appointed  by  the  stockholders  as  their  special  rep- 
resentative, it  does  not  seem  clear  that  the  appointment 
by  the  directors  absolves  the  auditor  from  liis  duty  to 
the  stockholders.  Although  not  made  directly  to  them, 
his  report  is  to  be  used  with  the  stockholders,  and  it 
should  be  as  carefully  prepared  as  if  made  originally 
to  them  and  should  contain  nothing  which  would  cause 
any  stockholder  to  make  an  incorrect  deduction  as  to  the 
true  condition  of  the  company. 

It  may  be  objected  that  the  secret  reserve  is  often 
contained  in  items  that  have  temporarily  or  permanently 
risen  in  market  value  above  the  cost  at  which  they  are 
carried  on  the  books,  and  that  the  conservative  man  is 
opposed  to  writing  up  the  book  value  and  showing  an 
unrealized  profit.     The  answer  to  this  objection  is  that 
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exception  is  not  taken  to  the  reserve,  itself,  but  only  to 
the  concealment  of  it.  It  is  not  necessary  to  write  up 
the  value  on  the  books  if  in  the  balance  sheet  or  other 
statements  submitted  to  stockholders  the  increased  value 
is  indicated  in  a  parenthesis  or  note. 

The  point  that  it  is  intended  to  make  clear  is  that 
the  business  belongs  to  the  stockholders  and  that  they  are 
entitled  to  all  the  information  about  it  that  it  is  possible 
to  give  them.  If  they  make  a  foolish  use  of  it  by  in- 
sisting on  the  payment  of  unwise  dividends  or  in  any 
other  way,  it  is  no  one's  concern  but  theirs,  and  without 
their  express  consent  no  one  is  authorized  to  constitute 
himself  their  guardian  in  the  administration  of  their 
property. 
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104.  Nominal  accounts  showing  results  of  operations. 
—The  sobjects  so  far  treated  have  been  the  items  ap- 
pearing on  the  balance  sheet,  that  is,  the  assets  and  lia- 
bilities, or  real  accounts.    The  auditor  is  equally  con- 
cerned with  what  are  called  the  nominal  accounts,  those 
which  express  the  operations  of  the  business  and  the  re- 
sult of  these  operations  in  eventual  profit  or  loss.    At 
the  end  of  any  fiscal  period  these  accounts  are  brought 
together  in  (closed  into)  a  statement  of  the  transactions 
of  the  period,  which  is  called  the  "revenue  account.'* 
This  is  subdivided  into  tables  corresponding  with  the 
different  departments  of  the  business.     The  purpose  of 
this  di\dsion  is  to  allow  of  the  tracing  of  the  relations  be- 
tween the  same  elements  of  a  business  for  different  peri- 
ods, so  that  an  increase  or  decrease  of  the  final  net  profit 
may  be  explained  by  the  increase  or  decrease  of  the 
various  elements.    These  tables  are  usually  in  four 
classes,  exhibiting  the  results  of  the  manufacturing,  of 
the  trading  or  selling,  and  the  administrative  or  pro- 
prietorship departments  and  the  final  disposition  of 
profits. 

In  making  up  these  tables  there  iS  room  for  great 
difference  of  opinion.  Some  will  put  more  into  one 
table  than  into  another  and  there  is  no  final  authority 
for  determining  how  each  table  shall  be  constructed. 
The  only  way  for  the  auditor  to  make  up  his  own  mind 
is  to  imagine  that  each  table  represents  the  statement  of 
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an  indi^ndual,  charged  with  the  duty  of  manufacturing, 
selling  or  financiering,  that  each  individual  is  anxious 
to  make  the  best  possible  showing  for  his  department, 
and  that  they  have  all  agreed  to  leave  the  decision  to 
his  arbitration.  He  must  then  decide  what  are  the  es- 
sential elements  of  the  manufacturing,  tlie  trading  and 
the  administration  and  make  each  one  of  them  assume 
the  burden  that  belongs  to  him.  For  this  reason  he 
should  understand  the  general  principles  which  will 
guide  him  in  the  distribution  of  the  items,  and  while  he 
may  not  follow  the  same  plan  in  different  cases,  he  should 
always  do  so  in  making  statements  for  different  periods 
of  the  same  business;  otherwise  his  basis  of  comparison 
between  different  periods  will  be  different  and,  there- 
fore, may  be  misleading. 

The  various  elements  of  the  revenue  account  and  the 
way  in  which  they  appear  bi  it  will  be  taken  up  under 
their  appropriate  headings  in  the  following  pages.  It 
is  mentioned  here  only  because  it  is  the  end  and  aim  of 
all  the  nominal  accounts  and  must  be  kept  in  mind  in 
treating  of  them. 

105.  Sales. — It  is  hardly  necessary  to  say  that  sales 
should  be  kept  in  an  entirely  separate  account  from  pur- 
chases. The  old-fashioned  "merchandise  account,"  to 
which  purchases  were  charged  and  sales  credited,  was 
not  accurate,  since  "returned  sales"  appeared  as  pur- 
chases and  "returned  purchases"  as  sales,  but  it  is  us- 
ually accurate  enough  to  have  one  sales  account,  the  total 
credits  being  "gross  sales,"  the  debits  being  "returned 
sales"  and  the  balance  of  the  account  "net  sales."  Re- 
bates and  allowances  sliould,  however,  be  kept  in  a  sep- 
arate account,  as  it  is  important  to  know  how  much  they 
amount  to.  In  the  revenue  account  they  appear  as  de- 
ductions from  the  net  sales,  not  as  charges.     The  same 
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view  may  be  taken  of  "out  freight";  in  fact,  this  should 
be  the  method  if  part  of  the  sales  are  made  delivered  and 
part  Doty  in  order  to  reduce  them  all  to  tlie  same  basis, 
it  being  only  reasonable  to  assume  that  the  gross  selling 
price  of  goods  delivered  will  be  greater  than  the  price  of 
goods  not  delivered  by  the  amount  of  the  freight. 

There  are  a  number  of  ways  to  record  the  sales.  The 
auditor  should  study  the  different  methods  so  that  he  will 
be  able  to  recommend  the  one  which  he  considers  best 
adapted  to  the  particular  business  which  he  is  consider- 
ing. He  should  avoid  adopting  any  favorite  method  or 
any  special  form,  or  he  may  be  led  to  sacrifice  the  inter- 
ests of  his  clients,  which  a  little  further  study  would 
enable  him  to  conserve.  If  he  thinks  that  a  retail  store 
can  use  a  billing  system  both  as  a  sales  book  and  the 
debit  side  of  a  customer's  ledger,  he  should  not  hesitate 
to  recommend  the  purchase  of  the  necessary  billing  ma- 
chine, unless  he  can  devise  a  method  by  which  the  same 
results  can  be  reached  with  an  ordinary  typewriter  cyr 
other  device. 

When  salesmen  are  paid  a  commission  on  their  not 
sales,  it  is  necessary  to  keep  an  account  with  each  one, 
showing  the  amount  of  his  sales.  The  auditor  should 
advise  the  adoption  of  a  plan  by  which  these  records 
can  be  kept  in  columns,  either  as  part  of  tlie  sales  book 
or  sheet  itself,  or  identified  with  it  by  the  numbers,  a 
colmnn  being  provided  for  sales  on  which  no  conunissions 
are  paid,  in  order  to  get  all  the  sales  nito  the  record. 
This  record  will  then  balance  with  the  sales  record  and 
prove  that  all  the  sales  made  by  the  salesmen  have  been 
included. 

106.  The  practice  with  branches. — ^When  tlie  concern 
has  branches,  the  auditor  should  be  very  careful  to  inves- 
tigate the  way  in  which  shipments  to  them  are  handled 
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on  the  books,  especially  wliere  the  goods  are  billed  to  the 
branches  at  anything  above  the  actual  cost.  It  is  the 
practice  of  some  houses  to  bill  gtwds  to  their  branches  at 
the  regular  selling  price  in  order  to  keep  them  in  igno- 
rance of  the  actual  cost,  or  any  approximation  to  it. 
As  far  as  the  sales  go,  they  treat  the  branches  exactly 
as  they  do  any  ordinary  customer.  If  the  manager  of 
the  home  office  wishes  to  make  an  especially  goo<l  show- 
ing for  the  year  or  needs  sometliing  to  offset  a  bad  state 
of  affairs  in  the  regular  business,  it  is  easy  for  him  to  load 
up  the  branches  towards  the  end  of  the  year  with  abnor- 
mally large  stocks  of  goods,  thus  increasing  his  sales,  his 
nominal  profits  and  his  assets.  When  goods  are  billed 
to  branches  at  a  profit  the  amount  of  all  the  branch  in- 
ventories should  be  left  in  the  sales  account  as  an  off- 
setting credit,  when  that  account  is  covered  into  profit 
and  loss  account.  In  other  words  the  sales  to  the 
branches  as  far  as  goods  on  hand  there  are  concerned 
should  be  treated'as  no  sales,  except  for  the  convenience 
of  bookkeeping,  and  should  certainly  not  be  allowed 
to  aflFect  the  profits  of  the  year.  The  branch  inventories 
should  then  be  taken  into  tlie  home  office  inventory  at 
cost. 

Where  it  is  the  practice  to  figure  percentages  on  the 
various  departments  of  the  business,  as  for  instance  the 
percentage  of  selling  expense  to  tlie  total  sales,  the  ship- 
ments to  the  branches  should  not  be  included  in  the  regu- 
lar sales  at  all  but  should  be  carried  in  a  separate  account 
of  "sales  to  branches."  When  the  goods  are  billed  at  a 
profit  the  sales  account  of  the  home  office  gets  the  ben- 
efit of  them  without  incurring  any  selling  expense,  and 
the  percentage  of  the  latter  to  total  sales  is  materially 
reduced.  In  a  lesser  degree  the  same  is  true  when  the 
goods  are  billed  at  cost.     By  carrying  the  branch  in  a 
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sepumte  ajccount  a  better  idea  Is  also  obtained  of  the 
profit  of  the  branches. 

107.  liutaUment  sales. — When  part  of  the  goods  are 
■old  OQ  the  instaUnient  plan  these  sales  should  be  kept 
Kpftrate  from  the  regular  sales  \\'hich  are  made  virtually 
OD  &  cash  basis.  Strictly  speaking,  the  difference  be- 
tween the  installment  price  and  the  cash  price  should  be 
credited  to  interest  and  it  should  be  spread  out  as  oit 
earning  over  the  life  of  the  contract.  Practically  this  is 
seldom  or  never  done,  as  it  is  too  much  trouble  for  the 
advantage  gained,  since  the  excess  profit  in  proportion 
to  the  cost  of  the  goods  sold  will  show  the  same  result. 
The  increased  cost  of  collecting  these  accounts  would  he 
tn  offset  to  this  extra  first  profit.  The  sales  should  be 
credited  to  "installment  sales"  and  charged  tt>  "install- 
ment debtors."  In  closing  the  books  at  the  end  of  the 
year  the  whole  amount  of  the  credit  to  installment  sales 
should  not  be  credited  to  revenue,  even  if  it  be  conceded 
that  all  the  debtors  are  good  and  will  eventually  pay, 
since  the  expense  of  collecting  the  accounts  has  to  be 
charged  against  the  profits  nominally  made  so  far.  Part 
of  the  credit  to  installment  sales  should  be  carried  over 
to  the  next  year  to  represent  the  hability  for  this  expense 
and  also  for  accounts  that  may  prove  to  be  bad.  On  tlie 
groimd  that  in  such  cases,  only  tlie  amount  actually  paid 
can  be  depended  on,  the  credit  carried  over  would  be 
the  same  in  amount  as  the  unpaid  balance  to  the  debit 
of  installment  debtors,  which  would  mean  that  each  year 
would  take  credit  for  no  profit  on  such  sales  except  to 
the  extent  to  which  they  had  been  paid  for  durhig  the 
year.  It  would  depend  largely  on  the  character  of  the 
business  as  to  which  view  should  be  taken,  one  element 

I    to  be  considered  being  the  value  of  the  goods  if  returned 

I    through  default  of  the  purchaser. 
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The  auditor  frequently  finds  that  full  credit  has  been 
taken  in  the  revenue  accounts  for  sales  made  for  future 
delivery.  If  the  goods  are  actually  on  hand  and  the  con- 
tract of  sale  is  of  such  a  kind  that  it  can  be  sued  on,  and 
the  goods  are  of  such  staple  character  that  there  is  no 
danger  of  their  being  refused  as  not  conforming  to  stand- 
ard, the  auditor  would  be  justified  in  allowing  the 
credit,  if  he  was  careful  to  see  that  the  goods  were  not 
included  in  the  inventory  and  also  charged  to  the  cus- 
tomer. Due  allowance  should  be  made  for  loss  of  in- 
terest if  the  amount  is  large  enough  to  make  it  a 
matter  of  any  consequence.  But  if  delivery  is  an  essen- 
tial part  of  the  contract  or  if  tliere  is  any  other  element 
that  is  not  absolutely  fixed  and  detennined,  the  sale  can- 
not be  said  to  be  completed,  and  therefore  no  profit  can 
be  taken.  Dicksee  has  laid  down  the  correct  principle; 
"the  profit  on  the  sale  of  goods  shoidd  be  taken  credit 
for  at  the  time  when  the  sale  actually  occurs ;  and  where 
it  is  an  essential  portion  of  the  contract  of  sale  that  the 
goods  shall  not  be  deKvered  until  some  future  date,  then 
the  actual  sale  would  certainly  appear  to  be  at  the  date 
of  dehvery,  and  not  at  the  date  of  booking  the  order." 

108.  Two  ways  of  treating  sales. — In  the  revenue  ac- 
count sales  may  be  treated  in  either  of  two  ways.  They 
may  be  credited  net  to  the  manufacturing  table  and  the 
balance  of  that  table  be  brought  down  as  manufacturing 
profit,  or  they  may  be  omitted  there  and  the  net  total  of 
that  table  be  charged  to  the  trading  or  selling  table  as 
manufacturing  cost.  In  the  latter  case  the  sales  are 
credited  to  the  trading  table  and  the  trading  expenses 
charged  against  them.  The  net  result  is,  of  course,  the 
(iame  and  either  method  may  be  adopted,  provided  the 
method  in  any  particular  business  is  the  same  from  one 
year  to  another. 
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109.  Cask  discount. — Cash  discount  is  now,  almost 
ttoiversally,  carried  in  a  special  column  in  tlie  cash-book, 
in  one  of  two  ways,  both  of  which  illustrate  the  modem 
tendency  toward  greater  convenience,  and  the  saving  of 
labor  in  spite  of  tlie  fact  that  the  formal  rules  of  book- 
keeping may  be  violated.  The  special  colunm  is  placed 
on  the  same  side  of  the  lHX)k  as  the  item  to  which  the  dis- 
count belongs.  If  the  principal  item  is  entered  at  its 
face  the  discount  column  becomes  an  element  of  the  cash 
balance,  but  it  is  temporarily,  for  the  sake  of  conven- 
ience, on  the  wrong  side,  being  transferred  to  its  proper 
side  at  the  end  of  the  month.  If  the  net  cash  involved  is 
entered,  the  discount  becomes  a  journal  entry,  pure  and 
simple,  carried  on  the  cash-book  for  convenience  only. 

There  are  two  reasons  for  either  of  these  methods,  the 
saving  of  the  labor  of  repeating  the  names,  whether  the 
discount  is  carried  on  the  correct  side  of  the  cash-book  or 
is  entered  in  the  journal  itself,  and  the  bringing  of  the 
discount  into  close  relation  to  the  item  to  which  it  belongs. 
The  auditor  is  not  si>ecially  concerned  with  the  first  rea- 
son, but  he  is  with  the  second,  since  the  juxtaposition  of 
the  two  items  makes  any  manipulation  of  the  discount 
much  more  difficult  than  it  would  be  if  they  were  on  dif- 
ferent pages  or  in  different  books. 

110.  Proper  treatment  of  cash  discount  in  the  revenue 
account. — Cash  discount  is  not  usually  taken  into  the  ac- 
counts, in  this  country,  until  the  actual  payment  is  made. 
It  is  sometimes  claimed  that  the  discount  on  accounts  still 
on  the  books  should  be  allowed  for  in  making  up  the 
revenue  account.  This  is  especially  true  in  England, 
where  conditions  are  much  more  Ukely  to  be  stable  than- 
they  are  here  and  the  amount  of  discount  to  be  given  or 
taken  is  more  to  be  depended  upon,  and  where  also  the 
time  in  which  cash  discount  is  allowed  is  longer  than  with 
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us.  In  addition  to  the  uncertainty  as  to  the  amount, 
American  accountants  claim  that  the  discount  belongs, 
as  an  expense  or  an  earning,  in  the  period  in  which  it  is 
actually  paid  or  received  and  that  it  should  not  he  an- 
ticipated. Tlie  arguments  for  the  two  views  are  so 
nearly  halanced  that  the  auditor  is  at  liberty  to  make  up 
his  own  mind  or  to  adopt  the  view  taken  by  his  client, 
unless  there  are  pecuhar  circumstances  making  it  unten- 
able. 

Considerable  difference  of  opinion  exists  among  ac- 
countants as  well  as  merchants  and  manufacturers  as  to 
the  proper  treatment  of  cash  discount  in  the  revenue  ac- 
count. Some  claim  that  it  is  a  reduction  in  the  price  of 
the  goods,  and  therefore  deducted  from  purchases  and 
sales  respectively.  The  argument  is  that  if  goods  are 
purchased  for  $98  spot  cash,  they  would  be  charged  out 
at  that  price,  and  that  there  is  no  essential  difference 
between  that  transaction  and  one  in  which  goods  are 
bought  for  $100  and  paid  for  in  ten  days  at  2  per  cent 
discount. 

Otliers  hold  the  opinion  that  it  is  an  element  of  the 
financing  of  the  business  and  tlierefore  should  be  charged 
or  credited  in  the  tliird,  or  profit  and  loss,  table  as  an 
expense  or  profit  on  the  capital,  like  interest  on  hank 
loans.  The  usual  reason  for  giving  a  discount  is  to 
reaUze  quickly  on  sales,  so  that  the  money  can  be  used 
at  once  in  the  business.  TliJs  is  the  principal  reason,  as 
the  claim  that  it  is  for  the  purpose  of  preventing  the 
undue  accumulation  of  accounts  on  the  part  of  custom- 
ers that  are  not  thoroughly  trustworthy  is  refuted  by  the 
■  fact  that  the  untrustworthy  customers  seldom  or  never 
take  the  discount.  If  the  business  had  sufficient  capital 
to  allow  it  to  carrj'  all  its  accounts  for  sixty  days,  tliere 
would  be  no  object  in  offering  a  cash  discount.     This  is 
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the  case  with  some  houses  whose  bills  are  all  made  at  a 
flat  rate.  But,  as  it  is  the  duty  of  capital  to  furnish  all 
tiie  money  necessary  to  run  the  business  to  the  best  ad- 
vantage,  it  is  only  right  that  it  should  stand  the  expense 
of  providing  funds  through  the  medium  of  discoimts,  as 
it  certainly  does  when  it  provides  them  through  bank 
loans  or  any  other  financial  device.  In  a  similar  way,  if 
capital  furnishes  the  business  with  sufficient  funds  to 
enable  it  to  take  advantage  of  discounts  offered  to  it, 
capital  is  entitled  to  the  credit  of  the  profit  thus  effected. 

Another  argument  for  this  view  is  that  there  is  no 
accounting  difference  between  the  selling  of  goods  on 
open  account  payable  in  thirty  days  or  for  a  note  paya- 
ble in  the  same  time.  If  notes  were  taken  for  all  goods 
sold  and  the  proposition  were  made  to  the  makers  of  these 
notes  offering  to  let  them  pay  them  in  ten  days  at  two 
per  cent  off,  there  would  seem  to  be  no  doubt  that  the 
discount  would  then  be  treated  as  interest.  It  also  some- 
times happens  that  a  merchant  will  raise  money  by  sell- 
ing part  of  his  open  accounts  to  a  capitalist  at  two  per 
cent  off  tlieir  face,  in  which  case  the  discount  paid  would 
certainly  be  interest.  Those  who  take  the  second  view 
claim  that  there  is  no  difference  between  selling  on  ac- 
count to  a  capitalist  and  allowing  the  customer,  himself 
to  buy  it  before  maturity  as  far  as  the  disposition  of  the 
discount  in  the  accounts  is  concerned. 

111.  Two  accounts  with  discount — on  sales  and  on 
purchases. — There  should  be  two  accoimts  kept  with  dis- 
count, one  for  "discount  allowed  on  sales"  and  the  other 
^'discount  taken  on  purchases,"  as  it  is  usually  very  im- 
portant to  know  the  total  amount  of  each,  which  a  com- 
bined account  would  not  show.  It  is  still  more  impor- 
tant not  to  combine  discount  with  ordinary  interest,  as 
it  is  often  essential  to  know  how  much  interest  is  paid 


out  on  loans  from  banks  or  others,  or  is  realized  from 
the  loaning  of  idle  funds.  In  one  concern  where  it 
was  necessary  to  carry  over  large  sums  from  one  sea- 
son to  another,  the  money  was  loaned  in  the  idle  months 
and  the  interest  received  was  credited  to  a  combined 
account  of  "discount  and  interest."  The  net  balance 
of  this  account  at  the  end  of  the  year  was  less  than 
$60  debit,  which  made  it  appear  as  an  account  of  very 
shght  consequence.  An  analysis  of  it  showed  that  it 
was  really  of  great  importance,  as  it  developed  that  the 
interest  received  on  money  loaned  was  over  $7,000  and 
the  discount  on  sales  was  a  trifle  more.  The  analysis 
was  of  value  as  the  question  had  come  up  whether  any 
appreciable  amount  could  be  saved  by  selling  the  goods 
net  at  thirty  days. 

112.  Cash  discount  and  trade  discount  different — 
Cash  discount  should  not  be  confused  with  trade  dis- 
count. The  latter  is  a  device  by  which  the  actual  price 
can  be  varied  without  interfering  with  the  list  price, 
which  is  often  the  retail  price.  Small  fluctuations  in 
the  market  can  be  expressed  most  readily  in  this  way, 
and  for  that  reason  the  trade  discount  is  usually  ex- 
pressed in  a  cunmlative  way  instead  of  as  one  rate. 
Small  variations  can  be  made  by  adding  or  dropping 
a  small  discount  at  the  end.  It  also  allows  of  discrim- 
ination in  favor  of  some  especially  desirable  customer 
by  giving  him  an  additional  rate,  without  disturbing 
the  previous  rates  which  are  given  to  the  general  trade. 

Trade  discount  is  always  a  deduction  from  the  price 
and  the  net  amount  after  it  is  deducted  is  the  actual  prin- 
cipal and  is  the  amount  taken  as  the  face  of  the  bill.  In 
some  lines  what  is  really  trade  discount  is  made  de- 
pendent on  prompt  pajTnent,  making  it  in  a  sense  cash 
discount.     The  distinction  that  is  usually  made  is  that 


THR  REVEVUE  ACCOTTNT  185 

cash  discount  Is  what  can  reasonably  be  considered  a  fair 
equivalent  for  the  use  of  the  money  and  that  anything 
larger  than  tliis  should  be  considered  trade  discount. 

The  auditor  is  not  supposed  to  prove  all  the  cash  dis- 
counts or  even  to  see  that  the  trade  discounts  are  prop- 
erly deducted  from  the  list  prices  in  every  case.  But 
he  should  have  a  knowledge  of  what  the  custom  of  the 
house  is  in  allowing  cash  discounts  and  should  scruti- 
nize in  a  general  way  those  that  are  shown  in  the  cash- 
book  to  see  that  the  bookkeeper  has  not  run  in  discounts 
that  were  not  really  given  and  taken  out  an  equix-alent 
amount  in  currency.  If  he  has  any  reason  to  suspect 
that  this  is  the  case  he  should  look  up  the  correspondence 
or  get  the  orif^nal  deposit  ticket  from  the  bank.  The 
same  general  scrutiny  should  be  given  to  accounts  pay- 
able on  which  no  discount  has  been  taken  so  far  as 
the  books  show. 

In  regard  to  trade  discounts  the  auditor  is  not  usually 
supposed  to  do  much,  but  he  should  have  a  general 
knowledge  of  the  prices  of  commodities  so  that  he  may 
detect  any  flagrant  irregularities.  It  is  usually  taken 
for  granted  that  the  proper  proof  of  pajinent  is  suf- 
ficient evidence  of  the  correctness  of  a  purchase  account, 
but  it  may  happen  that  the  fact  that  a  voucher  is  made 
out  and  paid  to  the  right  party  and  that  it  corresponds 
with  the  amount  due  to  the  party  on  the  books  and 
that  the  cretlit  is  for  goods  actually  received  and  put 
into  stock  does  not  necessarily  prove  that  it  is  correct. 
Some  years  ago  a  bookkeeper  went  to  a  concern  from 
whom  his  house  bought  large  hills  which  were  for  goods 
on  which  there  was  a  trade  discount  of  50  per  cent  and 
asked  them  to  bill  the  goods  at  list,  saying  that  the 
head  of  the  house  had  a  queer  notion  that  he  would  pay 
the  Ust  price  and  then  take  a  check  back  for  the  50  per 
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cent  discount.  As  the  house  was  a  very  valuable  cus- 
tomer they  agreed  to  do  it,  and  the  bookkeeper  for 
several  months  used  to  bring  in  a  check  for  the  list  price 
of  the  goods  bought  the  previous  months  and  would 
receive  a  cheek  for  half  the  amount  iti  return.  This 
check  he  used  to  replace  currency  that  he  had  abstracted. 
The  auditor  at  his  regular  examination  noticed  tliat  no 
discount  was  taken  off  the  bills  of  this  particular  concern 
and  made  some  inquiries  with  regard  to  it,  with  the 
result  that  the  whole  scheme  was  discovered. 

113.  Vouchers  for  values  recelved.^A  voucher  has 
been  defined  as  a  document  which  certifies  or  verifies 
the  correctness  of  charges  for  values  paid  out  or  parted 
with  or  of  credit  for  values  received. 

Taking  up  first  the  latter  class,  the  credits  for  values 
received,  the  difficulty  encountered  by  the  auditor  in 
satisfying  himself  of  the  correctness  of  the  reported 
receipts  is  that  any  manipulation  of  the  accounts  in  this 
respect  would,  of  necessity,  be  in  the  nature  of  an  omis- 
sion of  a  proper  credit,  which  is  much  harder  to  guard 
against  than  the  commission  of  an  overt  fraud  such  as 
the  manufacture  of  a  false  voucher  for  a  payment.  We 
have  seen  that  no  system  of  stubs  or  other  copies  of 
receipts  given  out  for  money  taken  in,  is  of  any  value 
unless  a  different  person  makes  out  the  receipt  from 
the  one  who  receives  the  money.  Tlie  auditor  is,  there- 
fore, forced  to  be  content  with  proving  the  accuracy 
of  the  results,  as  by  sending  statements  to  customers, 
to  the  best  of  his  ability,  but  he  should  absolutely  and 
pobilively  insist  that  a  system  of  internal  checks  be  at 
once  instituted,  and  he  should  put  himself  on  record 
in  writing  that  he  will  not  otherwise  be  responsible  for 
any  manipulations  of  the  cash  receipts. 

114.  Vouchers  for  payments. — Vouchers    for   pay- 
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menls  are  made  in  many  different  forms,  the  best  of 
them  probabl^^  being  the  improved  voucher-check  on 
wfaidi  the  endorsement  acts  as  a  receipt.  The  invoices 
wfaidi  are  paid  by  the  check  should  be  identified  with 
it,  far  it  must  not  be  forgotten  that  a  voucher  is  not 
€fBiy  the  formal  blank  on  which  the  payment  is  regis- 
tered,  but  anything  which  "certifies  or  verifies  the  cor- 
rectness of  charges  for  values  paid  out,"  and  that  there- 
fore the  supporting  invoices  are  a  necessary  part  of  the 
voucher.  The  "invoice  register,"  "accounts  payable  reg- 
ister," or  whatever  else  it  is  called,  should  show  the 
manner  of  the  payment  in  such  a  way  as  to  identify 
the  check*  The  easiest  and  safest  way  to  audit  them  is 
for  the  auditor  to  check  the  invoices  to  the  register,  and 
at  the  same  time  to  call  the  name  and  the  check  num- 
ber to  an  assistant  who  will  check  the  cash-book,  calling 
back  the  amount.  Incidentally  the  remark  may  be 
made  here  to  apply  generally  to  all  cases,  that  when  one 
person  is  calling  amounts  to  another,  it  should  always 
be  the  assistant  that  calls  to  the  principal,  unless  they 
are  both  equally  experienced. 

It  sometimes  happens  that  an  apparent  payment  has 
been  made  to  a  concern  as  proved  by  documentary 
evidence,  and  yet  that  no  such  money  was  really  re- 
ceived. Some  time  ago  two  men  who  were  doing  a 
small  business  in  the  contracting  and  building  line  as 
partners,  quarreled  and  employed  an  accountant  to 
settle  upon  their  respective  interests.  In  checking  up 
their  contracts  one  was  found  that  called  for  a  house  to 
cost  $1,600  on  which  was  noted  a  payment  of  $400 
dated  the  same  day  as  the  contract,  but  there  was  no 
entry  on  the  cash-book  to  show  that  the  money  had  ever 
been  turned  into  the  business.  When  their  attention 
was  called  to  this  circumstance  they  said  it  was  all  right, 
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that  the  contract  was  intended  to  be  for  only  $1,200, 
but  had  been  made  for  $1,600  to  enable  the  owner  of 
the  property  to  make  a  larger  loan  from  a  building 
association.  They  stated,  and  there  is  abundance  of 
other  evidence  to  show  that  it  was  a  common  practice 
among  borrowers  from  building  and  loan  associations  to 
thus  make  contracts  tliat  were  overvalued.  In  ex- 
amining the  papers  of  a  building  and  loan  association 
the  auditor  would  have  no  means  of  detecting  such  a 
trick,  and  yet  its  importance  is  shown  by  the  fact  that 
such  fraudulent  transactions  were  the  cause  of  large 
acquisitions  under  foreclosure  by  the  associations. 

In  such  a  case  as  this  the  auditor  would  have  to  be 
satisfied  with  the  explanation  made,  provided  it  was 
corroborated  by  some  other  person  than  the  one  who> 
receipted  for  the  money. 

Building  and  loan  associations  have  furnished  many 
examples  of  the  fact  that  auditors  cannot  always  de- 
pend on  the  true  character  of  what  are  apparently  per- 
fect vouchers.  In  one  of  these  associations  the  loans 
as  shown  by  the  books  were  certified  to  by  a  firm  of 
public  accountants  and  by  the  state  examiner  and  yet 
the  loan  account  concealed  a  large  defalcation.  This 
arose  from  the  easy-going  way  a  large  number  of  peo- 
ple have  of  trusting  implicitly  to  the  officer  of  a  com- 
pany whom  they  have  long  known.  It  was  discovered 
that  many  of  the  loans  tliat  were  carried  as  active  had 
been  paid  off  long  before,  but  the  borrowers  had  left 
all  the  notes  and  other  papers  in  the  hands  of  the  secre- 
tary without  a  mark  on  them  to  show  that  they  were 
paid  and  cancelled.  The  auditors  and  the  inspector, 
finding  all  the  securities  intact,  were  not  to  be  blamed 
for  supposing  that  the  loans  were  still  active,  especially 
as  the  secretary  had  continued  to  make  the  necessary 
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paj^iumls  wUh  EatBdait  regnlarity  to  prevent  any  in- 
qninr  into  the  matter.  Such  carelessness  on  the  part 
of  the  payers  of  the  notes  would  seem  incredible,  if 
ve  did  not  find  similar  instances  constantly. 

In  anotlier  building  association  case  the  treasurer  had 
absconded.  Accountants  put  to  work  on  the  books 
found  everything  apparently  in  good  shape,  with  war- 
rants an  paid  and  nearly  enough  money  on  hand  to 
meet  the  requirements  of  the  cash-book  balance.     It 

was  a  mvsterv  whv  the  treasurer  had  fled  until  it  was 

«        •        • 

discovered  that  a  large  number  of  the  warrants  drawn 
by  the  secretary  on  the  treasurer  and  marked  ""paid/* 
had  not  been  fully  paid  at  all.  The  treasurer's  plan 
was  this:  When  a  warrant  was  presented  to  him  for, 
say  $250,  he  would  tell  the  holder  that  the  association 
was  a  little  short  of  funds  and  that  he  would  pay  him 
$50  on  account,  and  would  give  him  the  balance  when 
collections  came  in.  In  the  meantime  he  would  make 
the  holder  endorse  the  warrant  in  blank  and  surrender 
possession  of  it.  He  would  then  turn  the  warrant  in 
to  the  secretary  as  paid  in  full  and  would  hold  the  $200 
as  long  as  he  was  able  to  pacify  the  creditor.  By  re- 
peating the  process  with  successive  holders  of  warrants 
he  was  able  to  accumulate  about  $8,000,  and  there  is 
no  telling  how  much  more  he  would  have  obtained  if 
some  of  the  creditors  had  not  complained  to  the  secre- 
tary, whose  inquiries  caused  the  treasurer  to  abscond. 
An  auditor  could  not  have  been  blamed  if  he  had  passoil 
the  accounts  as  correct  under  these  circimistances,  espe- 
cially as  there  is  a  grave  doubt  whetlier  tlie  warrant 
holders  had  not  released  the  association  and  unknow- 
ingly accepted  the  personal  responsibility  of  the 
treasurer. 

115.  Vouchers  should  he  required  in  all  cases. — If 
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the  auditor  finds  that  it  is  the  custom  of  the  cashier  to 
give  money  to  officers  or  employees  without  taking  some 
kind  of  receipt,  however  informal,  he  should  vigorously 
protest  against  the  practice  and  if  possihle  bring  about 
its  discontinuance.  It  is  not  necessary  to  have  a  formal 
receipt,  as  a  simple  debit  ticket  initialed  hy  the  person 
receiving  the  money  is  amply  sufficient.  The  cashier 
who  does  not  require  some  such  voucher  is  liable  to  en- 
counter serious  trouble  some  time,  and  the  auditor  is  in 
a  position  to  demand  that  he  be  protected. 

As  journal  entries  can  often  be  made  to  take  thc' 
place  of  cash  that  is  abstracted,  it  is  as  important 
to  have  vouchers  for  them  as  it  is  to  have  vouchers  for 
cash  payments,  except  in  the  case  of  those  that  cannot 
in  any  way  he  used  to  replace  cash.  The  auditor  should 
exercise  equal  care  in  scrutinizing  them. 

Every  voucher  should  be  examined  to  see  that  it  is 
approved  by  the  properly  authorized  persons,  and  the 
auditor  should  mark  it  with  his  initials  in  ink  or  with 
a  rubber  stamp  in  order  that  it  may  not  be  presented 
to  him  twice.  This  wiU  apply  with  equal  force  to  the 
office  manager  who  signs  checks  when  vouchers  are  pre- 
sented to  liim.  One  such  manager,  who  was  in  the 
habit  of  signing  checks  every  week  for  a  large  number 
of  freight  bills  to  be  paid  ui  currency  to  a  certain 
railroad,  was  always  careful  to  have  a  list  of  the  bills 
given  to  him  with  each  check.  He  would  check  and 
add  the  list  but  would  not  mark  the  bills  in  any  way. 
He  changed  his  methods  when  a  professional  auditor 
showed  him  that  the  bookkeeper  had  regularly  neglected 
to  pay  at  least  one  bill  each  week  and  had  presented 
him  the  omitted  bills  the  next  week  for  payment  again, 
managing  in  this  way  to  add  about  fifty  dollars  a  week 


to  his  salary. 
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This  leads  to  the  remark  that  an  auditor  should  call 
atteDtkni  to  any  loose  methods  that  he  may  notice  in  an 
dffioe,  whether  he  suspects  that  any  advantage  is  being 
tikm  of  fhem  or  not.  For  instance,  if  customers  are 
instructed  to  make  their  checks  payable  to  the  treasurer 
of  a  company,  it  often  happens  that  they  make  them  to 
the  order  of  his  individual  name  without  adding  his  title. 
The  treasurer  is  very  unwise  to  endorse  these  checks 
in  blank  unless  the  depositing  stamp  of  the  company 
has  first  been  placed  on  them,  because  the  bookkeeper 
can  then  use  them  for  deposit  to  his  own  credit  without 
the  necessity  of  forging  the  treasurer's  name. 

116.  Examination  of  expense  vouchers. — ^When  a 
oolunm  is  carried  in  the  cash-book  for  ^'expense"  all 
vouchers  for  the  items  in  that  colimm  should  be  care- 
fully examined.  In  one  instance,  two  checks  for  $150 
each  were  found,  during  an  annual  audit,  that  were 
made  in  favor  of  the  bookkeeper  and  entered  in  the 
expense  column.  As  the  usual  way  of  paying  him  his 
salary  was  to  credit  his  account  on  the  ledger,  and  as 
his  entire  salary  had  been  thus  credited  him  for  the 
year,  the  auditor  called  the  attention  of  the  president 
of  the  company  to  these  suspicious  entries.  In  this  case 
the  entries  were  authorized  and  were  made  in  this  way 
so  that  other  employees  would  not  know  that  his  salary 
had  been  increased  while  theirs  were  not.  But  it  would 
have  been  a  serious  oversight  on  the  part  of  the  auditor 
if  he  had  not  noticed  the  items. 

When  vouchers  are  missing  it  is  sometimes  permis- 
sible to  accept  in  their  place  cancelled  checks  received 
from  the  bank,  but  they  are  at  best  poor  substitutes  for 
regular  vouchers. 

117.  Examination  of  pay  rolls. — ^When  pay  rolls 
are  to  be  examined  by  the  auditor,  it  is  manifestly  im- 


possible  for  him  to  verify  all,  or  in  fact  any,  of  the 
signatures  of  the  workingmen.  Often,  indeed,  the  men 
do  not  sign  any  roll  but  are  paid  in  envelopes  in  the 
presence  of  witnesses.  It  is  sufficient  for  tlie  purpose 
of  the  auditor  if  the  pay  roil  is  made  up  by  one  jierson, 
the  envelopes  filled  by  him  and  another,  working  to- 
gether, and  the  rolls  paid  in  the  presence  of  a  third 
person,  usually  the  foreman  of  the  whole  shop  or  of 
each  department  in  turn.  Each  of  these  persons  should 
certify  to  the  correctness  of  the  roll,  as  far  as  he  knows 
it — the  roll  itself  and  also  to  the  fact  of  its  having 
been  paid.  It  is  scarcely  possible  that  there  should 
be  collusion  between  three  persons.  In  fact,  it  is  gen- 
erally considered  safe  so  to  arrange  a  system  that  it 
will  require  collusion  between  two  to  defraud.  Al- 
though it  sometimes  happens,  it  is  a  very  rare  occurrence 
that  one  man  will  corrupt  another,  largely  perhaps  be- 
cause the  corrupt  man  is  afraid  to  put  himself  iji  the 
power  of  another,  who  may  not  be  willing  to  follow  him 
and  may  inform  on  hiin.  In  the  case  of  the  pay  rolls 
the  auditor  should  add  them  but  he  is  very  unwise  if  he 
takes  any  other  responsibiUty  in  connection  with  them, 
except  to  satisfy  himself  that  they  have  been  made  up 
from  the  time  cards  by  one  person,  the  rate  entered  and 
extensions  checked  by  another,  the  envelopes  filled  by 
both  of  them,  unless  still  a  third  party  is  available,  and 
the  actual  paying  off  witnessed  by  still  another.  For 
the  auditor  to  attempt  to  check  back  the  roll  to  the 
original  time  cards  from  which  it  is  made  up,  or  to 
verify  it  by  any  other  documents  would  take  more  time 
and  incur  a  greater  expense  than  his  client  would  be  will- 
ing to  pay  for.  If  he  has  any  reason  to  be  suspicious  it 
would  be  well  for  him  to  verify  a  sample  roll  in  some 


A 


THE  BEVENUE  ACCOUNT  143 

ndh  way,  and  if  he  found  anything  to  justify  his  sus- 
patma  he  could  report  it  to  his  client,  who  could  then 
(vder  further  investigation,  knowing  that  it  would  be 


118.  The  old  "balance  account." — A  great  many- 
persons  use  tlie  expression  "closing  the  books"  without 
knowing  that  it  is  a  survival  from  a  time  when  the 
books  were  actually  closed  at  the  end  of  a  fiscal  period; 
and  that,  therefore,  it  represented  a  more  complete  trans- 
action than  at  present,  when  only  a  few  accounts  are 
actually  closed.  Originally,  not  only  were  the  nominal 
accounts  closed  into  profit  and  loss,  or  surplus,  but  in 
addition  every  asset  account  was  credited  by  journal 
entry  and  its  amount  charged  to  "balance  account," 
the  reverse  action  being  taken  with  the  liabilities.  As  a 
result  every  account  on  the  books  was  closed,  including, 
of  course,  the  "balance  account,"  The  books  were  re- 
opened at  the  beginning  of  the  next  year  by  another  set 
of  journal  entries,  tlje  reverse  of  the  closing  entries. 
The  closing  entry,  "by  or  to  balance,"  therefore,  meant 
the  transfer  to  this  balance  account,  and  the  reopening 
entry  "to  or  by  balance"  meant  the  transfer  back  again 
from  "balance  account."  In  transferring  accounts 
from  an  old  to  a  new  ledger  it  was  always  the  custom 
to  close  the  old  and  reopen  the  new  ledger  through 
the  "balance  account,"  and  this  is  stiU  done  by  some. 
Modern  accounting  is  impatient  with  unnecessary  work 
and  has  almost  entirely  done  away  with  the  balance  ac- 
count, though  the  auditor  cannot  object  to  it  if  the 
bookkeeper  wishes  to  use  it. 

119.  Net  profits  distinguished  from  net  operating 

114 
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ffofitM. — ^We  have  seen  that  the  nominal  accounts  are 
dosed  into  the  revenue  account  in  the  three  classifi- 
citkxis  of  manufacturing,  trading  or  selling  and  ad- 
nunistration  or  profit  and  loss,  and  that  views  differ 
as  to  what  items  should  go  into  the  first  two  tables, 
Tbe  third,  or  profit  and  loss  table,  represents  the  capital 
and  contains  all  items  pertaining  to  the  current  year, 
not  directly  chargeable  or  creditable  to  the  manufactur- 
ing or  trading  processes.  Such  are  interest,  bad  debts, 
sometimes  the  salaries  of  executive  officers,  and  cash 
discount,  when  this  is  not  considered  a  reduction  of 
price. 

The  balance  of  this  table  is  called  the  "net  profits," 
but  it  is  important  that  it  should  l)c  distinguished  from 
the  net  operating  profits,  which  was  the  amount  brought 
down  to  this  table  from  the  trading  table.  The  dif- 
ference is  that  the  only  statement  of  profits  that  is  valu- 
able for  comparison,  year  by  year,  is  one  that  covers  only 
those  items  that  are  common  to  all  the  vears  and  that 
are  necessary  to  the  business.  The  classification  can- 
not be  rigidly  laid  down,  in  the  same  inflexible  fonn,  for 
all  lines  of  business,  because  conditions  vary,  but  when 
a  classification  is  adopted  for  any  one  business  it  should 
be  adhered  to,  or  else  all  comparisons  of  percentages 
will  be  rendered  useless. 

120.  Use  of  percentages. — For  clearness  of  com- 
prehension percentages  are  calculated,  such  as  labor  to 
material  used,  other  manufacturing  cost  to  material, 
sometimes  giving  the  percentages  on  the  detail  of  the 
cost.  The  percentage  of  selling  expense  is  taken  on 
the  basis  of  the  sales,  as  is  also  tlie  loss  from  bad  debts. 
Whether  the  business  is  a  manufacturing  or  a  trading 
one  the  percentages  are  valuable  for  the  purposes  of 
ccmparison,  and  the  man  who  does  not  use  them  can 
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have  but  a  very  vague  idea  of  the  reasons  for  the  varia- 
tions in  his  profits  from  one  year  to  another.  They  are 
valuable  also  for  the  purpose  of  comparing  one  depart- 
ment of  a  business  with  another,  to  ascertain  the  compar- 
ative value  of  the  departments.  They  can  be  used  to  ar- 
rive at  a  proper  idea  of  the  value  of  the  managers  of  de- 
partments by  comparing  the  results  of  their  work  with 
those  of  their  predecessors. 

121.  Changes  in  business  shown  by  colored  lines. — 
Instead  of  percentages  recoiurse  is  sometimes  had  to 
the  plan  of  showing  the  rise  and  fall  of  the  total  amount 
of  business  and  of  the  increase  or  decrease  of  expendi- 
ture and  profit,  that  is  found  by  the  use  of  different 
colored  hnes  on  a  scale  ruled  horizontally  for  volume 
and  perpendicularly  for  dates.  When  the  comparison 
extends  over  several  years  this  is  the  most  satisfactory 
way  of  showing  the  results  of  the  business,  as  the  rise 
and  fall  of  the  lines  is  much  more  easily  traced  and 
understood  than  would  be  a  mass  of  figures.  These 
lines  will  show  in  a  very  forcible  way  the  tendency  of 
certain  expenditures  to  keep  parallel  with  the  output, 
and  of  certain  others  to  rise  or  fall  in  only  a  small  de- 
gree, whatever  the  general  course  of  the  business  may 
be.  Labor  will  be  one  of  tJie  lines  parallel  with  that 
of  total  business  and  if  it  falls  below  the  parallel  it  ^vill 
indicate  that  it  is  not  paid  as  much  in  proportion  to  the 
general  business  as  it  has  been  previously  receiving, 
while  a  contrary  trend  of  the  line  will  show  that  it  is 
receiving  an  abnormally  large  share  in  comparison. 
In  cases  where  the  employer  is  satisfied  that  his  labor 
is  asking  for  unreasonable  terms,  an  exhibit  of  such 
lines  might  serve  as  a  better  argument  than  any  verbal 
one  that  could  be  used. 

122.  Important  to  find  causes  of  loss  and  gain. — The 
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principal  object  of  these  different  tables  and  of  their  cor- 
rect treatment  is  to  form  a  proper  basis  for  these  percent- 
ages or  comparisons.  It  is  no  longer  satisfactory  to  the 
Dumager  of  a  business  to  know  that  he  has  made  or  lost 
a  certain  amomit.  He  wants  to  know  how  it  occurred 
md  wishes  to  see  whether  the  expenditures  increase  or 
<i™inigl|  in  proportion  to  the  volume  of  business,  with 
a  view  to  finding  out  if  possible  the  reason  for  any 
marked  divergence  from  the  normal.  The  accoimtant 
cannot  usually  point  out  the  remedy  for  any  special 
IpgsCTiing  of  the  normal  profit,  but  he  can  show  where 
the  loss  occurred,  leaving  to  the  practical  managers  to 
discover  the  reason  and  apply  the  remedy  if  possible. 
The  cost  accountant,  however,  often  does  undertake  not 
<«ily  to  locate  the  error  but  also  to  suggest  an  adequate 
remedy. 

128.  Separate  statements  for  departments. — In  a 
business  that  is  susceptible  of  division  into  departments 
the  revenue  statement  should  always  be  made  up  for 
each  department  separately.  In  doing  this  there  will 
often  be  some  difiicult  questions  that  will  have  to  be 
answered.  In  the  case  of  a  company  running  a  street 
railroad  and  an  electric  lighting  plant,  there  are  certain 
expenses  that  manifestly  belong  exclusively  to  one  or 
the  other  department  and  the  auditor  must  see  to  it 
that  a  careful  analysis  is  made  of  all  the  material  and 
labor  so  that  each  is  charged  to  the  proper  maintenance 
or  operating  account.  But  there  are  certain  expenses 
that  are  common  to  both  departments,  notably  all  the 
power-house  expense,  including  fuel.  It  is  sometimes 
the  practice  to  divide  the  operation  of  such  a  company 
into  railway,  lighting,  power-house  and  general,  but  this 
is  not  at  all  thorough  and  gives  little  information  as  to 
the  relative  profitableness  of  the  railroad  and  lighting 
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business.  The  auditor  must  know  how  to  allocate  the 
power-house  expense  between  tlie  railway  and  the  light- 
ing departments ;  and  if  he  does  not  know  how  to  do  it 
himself  he  will  have  to  consult  an  electrical  engineer, 
who  will  tell  him  that  the  entire  expense  of  the  power- 
house is  incuiTed  for  the  sake  of  producing  the  elec- 
tricity that  goes  over  the  wires  to  either  the  cars  or  the 
burners,  and  that  the  total  expense  must  be  divided  be- 
tween the  two  departments  in  proportion  to  the  amount 
of  current  used  by  each.  The  auditor  must  therefore 
inspect  the  records  of  the  works,  or  the  reports  sent 
in  from  there,  to  ascertain  the  number  of  kilowatts  sent 
out  to  each  department  for  the  period,  and  divide  the 
total  power-house  expense  in  accordance  with  these 
figures.  The  fact  that  he  will  have  to  learn  what  a 
kilowatt  is  will  add  interest  to  his  work,  but  he  must  be 
sure  that  he  does  know,  for  he  will  find  sometimes  that 
even  a  high  officer  of  a  company,  to  whom  the  railway 
is  of  more  importance  than  the  lighting  department, 
will  think  that  the  2,000  volt  lighting  current  should  be 
charged  at  a  higher  rate  than  the  500  volts  sent  out  to 
the  railroad. 

124.  Distribution  of  general  expense. — It  is  not  so 
easy  to  distribute  the  general  expense,  which  consists  of 
office  rent,  salaries  and  expense,  taxes,  salaries  of  of- 
ficers and  insurance  and  they  are  usually  left  in  a  class 
I  by  themselves.  They  are  generally  comparatively 
small  by  the  side  of  the  direct  operating  expenses. 

In  a  department  store  it  is  sometimes  attempted  to 
divide  the  general  expenses  between  the  different  de- 
partments, but  no  scheme  has  yet  been  devised  that  will 
work  satisfactorily.  The  best  way  is  to  value  the  space 
occupied  by  each  department  according  to  location  and 
square  feet  covered  and  cliarge  a  sufficient  sum  to  each 
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department  to  make  in  the  aggregate  enough  to  pay 
for  all  the  general  expenses,  such  as  rent  or  its  equiva- 
lent if  the  building  is  ovmed,  lighting,  heating,  elevator 
service,  janitors,  watchmen  and  anything  else  not 
directly  chargeable  to  a  specific  department.  In  other 
words  the  whole  business  treats  each  department  as  a 
tenant  and  charges  it  with  the  rent  of  the  space  it  oc- 
cupies; the  only  difference  between  their  relations  and 
those  of  an  ordinary  landlord  and  tenant  being  that 
the  rent  is  supposed  to  be  based  on  the  cost  without  any 
profit  being  included.  In  arriving  at  the  proper  sum  to 
charge  each  department  due  allowance  must  be  made 
for  advantages  or  disadvantages  of  location  with  ref- 
erence to  accessibility  and  light,  exactly  as  if  the  rela- 
tion of  landlord  and  tenant  was  a  real  and  not  an 
imaginary  one. 

If  a  proper  system  of  .keeping  track  of  the  stock  on 
hand  is  in  force,  insurance  can  be  divided  among  the 
departments  on  the  basis  of  the  values  carried  on  the 
average,  otherwise  it  would  have  to  go  into  the  class 
of  general  expense.  It  is  always  better  to  divide  every- 
thing that  can  be  divided  on  an  equitable  basis,  and  to 
make  the  items  of  general  expense  as  small  as  possible, 
and  not  to  use  that  account,  as  is  often  done,  as  a  con- 
venient receptacle  for  every  expenditure  that  does  not 
positively  force  itself  into  a  classified  account. 

125.  Surplus. — The  net  profit  of  the  year  is  brought 
down  into  the  surplus  or  "disposition  of  profit"  table, 
to  which  are  charged  any  dividends  paid,  and  any  item 
of  expense  or  loss  that  is  accidental  or  sporadic  and 
does  not  belong  exclusively  to  the  current  year;  profits 
of  a  similar  nature  being  credited  to  it. 

Surplus  is  one  accounting  term  about  which  there 
should  be  no  ambiguity,  as  it  can  mean  only  one  thing. 
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that  is,  the  excess  of  the  assets  over  the  liabilities,  in- 
cluding in  the  latter  term  the  capital  stock.  It  does 
not  make  any  difference  how  this  excess  is  brought 
about.  It  may  be  by  the  gradual  growth  of  the  opera- 
ting profits,  when  the  di\'idends,  if  any  are  paid,  are  less 
than  the  profits  made.  It  may  be  by  an  accidental  or 
unforeseen  increase  in  value,  which  might  be  very  large, 
as  in  the  case  of  mining  stock  which  was  taken  over  at 
ten  cents  a  share  from  a  customer  whose  account  was 
considered  worthless  and  which  eventually  sold  at  $5 
per  share.  It  may  be  from  the  donation  of  land  to  a 
factory,  which  land  becomes  the  property  of  the  com- 
pany when  certain  conditions  have  been  fulfilled. 
Whatever  the  source,  it  is  a  legitimate  surplus  if  it 
represents  realized  value.  Therefore,  there  is  no  oc- 
casion for  setting  up  on  the  books  any  such  account 
as  "special  surplus."  For  the  information  of  stock- 
holders, it  is  allowable,  as  we  have  seen,  to  show  the 
total  surphis  on  the  balance  sheet  in  two  or  more  sub- 
divisions, as  "appropriated  surplus  and  free  surplus," 
as  an  indication  that  part  of  the  surplus  heretofore  ac- 
cumulated has  been  invested  in  or  appropriated  to  the 
purchase  of  some  fixed  asset,  whether  that  investment 
be  in  sinking  fund  bonds,  new  plant  or  any  other  thing 
which  is  not  readily  realizable  in  cash.  But  the  dif- 
ferent divisions  of  the  surplus  should  be  added  together 
so  as  to  show  the  total  surplus,  as  in  no  other  way  can 
be  shown  the  true  condition  of  the  accumulated  un- 
divided profits  to  date.  It  is  not  necessary  to  open 
accounts  on  the  books  with  these  divisions  of  the  sur- 
plus account,  especially  when  the  investments  are  plainly 
shown  on  the  asset  side. 

It  must  not  be  forgotten  that  there  is  a  distinct  dif- 
ference between  the  functions  of  tlie  profit  and  loss  ac- 
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count  and  the  surplus.  Into  profit  and  loss  are  closed 
til  the  operations  of  the  year,  pertaining  to  the  regular 
md  ordinaiy  business  of  the  year.  If  extraordinary 
md  accidental  items  are  put  into  this  account,  the  basis 
of  comparisons  with  other  years  is  thrown  out  of  pro- 
portion,  and  for  this  reason  all  such  items  must  go 
directly  into  surplus. 

126.  What  is  a  profit? — ^As  a  rule,  there  can  be  no 
profit  except  on  a  completed  transaction,  but  sometimes 
an  apparent  profit  from  a  bookkeeping  standpoint  may 
not  be  a  real  one  from  the  standpoint  of  the  auditor. 
An  instance  of  this  was  seen  in  a  statement  made  by 
t  street  railway  to  prospective  purchasers  of  the  entire 
stock,  showing  net  earnings  of  8  per  cent  per  annum 
for  nearly  two  years.  The  statement  was  made  by  the 
secretary  as  a  correct  copy  of  the  books.  The  intending 
purchasers  sent  a  professional  auditor  to  verify  the 
statement,  which  was  found  to  be  absolutely  correct 
as  far  as  the  books  were  concerned.  But  there  was  an 
item  of  $50,000  credited  to  profits,  which  arose  from  the 
purchase  for  $50,000  of  stock  for  the  face  value  of 
$100,000  from  a  man  who  had  received  it  at  the  time 
of  the  merger  of  three  companies  into  the  present  one. 
The  face  of  the  stock  was  charged  to  capital  stock  ac- 
count and  the  question  was  what  to  do  with  the  $50,000 
difiPerence  between  that  and  the  cash  paid.  This  ques- 
tion the  secretary  answered  by  crediting  it  to  profit  and 
loss,  and  what  was  worse,  he  included  it  in  the  gross 
earnings  in  his  statement.  He  was  perfectly  honest 
about  it  and  was  very  angry  when  the  auditor  threw 
it  out  as  not  being  a  profit  at  all,  but  a  lessening  of  the 
water  in  the  stock,  as  the  road  had  been,  as  usual,  pur- 
chased entirely  with  the  bonds,  the  stock  being  repre- 
sented by  a  purely  fictitious  debit  to  plant  and  franchise 
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account.  The  credit  should,  of  course,  have  been  to  the 
latter  account.  Even  granting  that  the  good-mil  of  the 
franchise  was  worth  the  whole  of  the  capital  stock,  and 
that  in  consequence  the  item  could  be  considered  a  legit- 
imate profit,  it  was  in  no  sense  an  operating  profit;  it 
had  no  place  in  a  statement  of  earnings  which  was  to  be 
submitted  to  prospective  buyers  as  a  proof  of  the  earn- 
ing power  of  the  stock.  There  were  other  errors  in  the 
statement  arising  from  the  omission  of  accrued  bond 
interest  and  other  liabilities  not  yet  due  and,  therefore, 
not  on  the  books,  the  total  errors  bringing  the  true 
earnings  down  below  3  per  cent  per  annum. 

127.  The  test  of  a  profit, — One  crucial  test  of  a  profit 
is  that  it  adds  actual  value  to  the  business,  value  that 
can  be  realized.  As  many  of  the  items  which  enter 
into  the  calculation,  such  as  the  amounts  necessary  for 
the  establishment  of  proper  reserves,  are  not  matters  of 
absolute  fact,  but  are  based  on  the  best  judgment  of 
those  that  know  most  about  them,  it  follows  that  any 
statement  of  profits  is  at  best  only  an  estimate.  All 
that  can  be  said,  therefore,  in  regard  to  the  profits 
shown  by  a  revenue  account  is  that  they  are  correct, 
if  the  estimates  of  depreciation,  of  reserve  for  bad  debts 
and  other  things  affecting  the  value  of  the  assets  are 
also  correct.  No  profit  can  be  more  definitely  stated 
until  the  business  is  actually  wound  up  and  all  the  assets 

,  realized  in  cash.  In  preparing  a  revenue  account  and 
the  resulting  balance  sheet  the  auditor  is  expressing  an 

I  opinion  and  is  not  registering  facts. 

But  in  expressing  this  opinion,  the  auditor  must  be 
sure  that  he  has  properly  investigated  all  the  steps  lead- 
ing to  it,  that  he  has  properly  distinguished  between 
the  expenditures  that  are  purely  for  the  maintenance 
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of  a  plant  and  those  which  are  actual  additions  to  its 
yahie,  and  has  not  allowed  credits  for  profits  that  are 
not  really  made,  however  plausible  may  be  the  reason- 
iog  in  regard  to  them. 

An  instance  of  this  latter  error  is  found  in  the  claim 
that  is  sometimes  made  that  because  the  interest  paid 
on  borrowed  money  employed  in  development  work  is 
properly  chargeable  to  development  cost,  therefore  in- 
terest could  be  jmid  to  stockholders  and  charged  in  the 
same  way.  This  is  manifestly  a  pure  subterfuge  by 
means  of  which  to  pay  out  a  profit  that  was  not  really 
earned.  It  is  questionable  whether  a  board  of  directors 
who  authorized  it  could  not  be  made  personally  respon- 
sible to  subsequent  stockholders  for  the  amounts  thus 
paid  out. 

128.  Capital  expenditures  and  revenue  expenditures. 
— ^The  auditor  should  have  a  clear  idea  of  the  difference 
between  capital  expenditures  and  revenue  expenditures. 
Those  things  that  can  be  reasonably  added  to  the  original 
investment  of  capital  as  capital  expenditures  instead  of 
being  charged  against  profits  are : 

Actual  additions  to  property  in  the  shape  of  new 
buildings,  new  machinery  and  new  tools,  not  replacing 
old  ones  of  the  same  character. 

Replacement  of  old  assets  by  new  ones  of  higher  cost, 
the  difference  in  cost  being  chargeable  as  a  capital  ex- 
penditure. 

Such  alterations  to  fixed  assets  as  result  in  greater  effi- 
ciency in  the  way  of  increased  output,  may  be  charged, 
in  part,  as  an  investment  of  capital,  as  may  also  such 
alterations  as  result  in  a  diminished  operating  cost.  But 
in  both  these  cases  it  is  better  to  recognize  the  real  nature 
of  the  expenditure  as  a  means  of  adding  to  the  profits 


of  future  years  and  carry  them  as  deferred  charges  in 
some  such  account  as  "betterments"  to  be  gradually  writ- 
ten off  out  of  the  profits  they  will  cause. 

Even  when  the  expenditures  are  so  extensive  that 
they  amount  to  the  rebuilding  of  a  plant  in  order  to 
modernize  it,  they  should  not  be  added  to  the  value  of 
the  fixed  assets  already  on  the  hooks,  as  permanent  capi- 
tal assets. 

It  must  be  understood  that  when  ample  reseri'es  have 
been  maintained  for  the  depreciation  of  the  old  fixed 
assets,  so  that  these  old  assets  are  virtually  not  on  the 
books  at  all,  the  replacing  assets  can  be  charged  as  in- 
vestments, while  the  old  assets  are  charged  off  against  the 
reserve  accounts  established  to  pro^'ide  for  that  very  pur- 
pose. All  the  auditor  is  concerned  about  is  to  he  sure 
that  the  amount  at  which  the  fixed  asset  is  carried  is  not 
greater  than  its  real  value  to  the  business  as  a  growing 
concern.  > 

Ordinary  repairs  and  replacements  are,  of  course, 
chargeable,  as  revenue  expenditures,  to  profit  and  loss. 

If  a  sale  is  made  of  an  asset  against  which  a  deprecia- 
tion reserve  has  been  set  up,  the  proper  entries  to  be 
made  would  be  to  credit  the  original  cost  to  the  asset  ac- 
count, to  charge  the  reserve  with  the  amount  with  which 
it  has  been  credited  for  that  particular  asset  and  to  ad- 
just the  difference  between  this  net  carrj'ing  value  and 
the  price  realized,  by  a  charge  or  credit  to  surplus. 
That  is,  if  a  machine  costing  $1,000  originally  has  been 
depreciated  10  per  cent  per  annum  for  two  years,  its 
carrying  value  would  be  $810.  If  it  is  now  sold  for 
$700,  machinery  account  should  be  credited  $1,000, 
depreciation  reserve  charged  $190  and  surplus  charged 
$110.  The  charge  is  to  surplus  because  the  loss  be- 
longs to  the  whole  period  and  not  to  the  current  year. 
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DIVIDENDS 

129.  Dividends  payable  from  surpltts.^— When  the 
profits  of  the  year  have  been  ascertained  and  carried  to 
the  surplus  account,  the  question  arises  whether  that 
account  will  permit  the  paying  of  a  dividend.  It  is,  of 
coarse,  understood  that  no  dividend  can  be  declared  in 
an  incorporated  company,  and  no  money  drawn  out  in 
an  ordinary  partnership  imless  there  are  legitimate 
profits  actually  made  to  a  sufficient  extent  to  cover  the 
proposed  dividend.  If  the  profits  are  not  sufficient  the 
company  will  be  paying  the  dividend  out  of  capital, 
which  practice  is  absolutely  wrong,  or  the  partners  will 
be  withdrawing  part  of  their  capital,  which  they  have  a 
right  to  do  provided  they  make  the  entries  so  as  to  show 
the  payment  as  a  withdrawal  of  capital  and  not  as  a  div- 
idend from  earnings. 

180.  Close  scrutiny  of  the  balance  sheet  necessary. — 
In  determining  the  right  to  declare  a  dividend  it  is  nec- 
essary to  examine  the  balance  sheet  to  see  whether  there 
are  any  items  in  it  that  should  be  written  oflf  from  the 
assets,  or  any  omitted  from  it  that  should  be  added  as 
liabilities  for  reserves  against  bad  debts  or  wasting  as- 
sets. It  has  been  held,  however,  that  it  is  not  necessary 
to  make  good  all  the  assets,  in  order  to  declare  a  div- 
idend. For  instance,  if  the  development  expense  is  still 
carried  on  the  books  as  an  asset  it  is  not  imperative  that 
it  shall  be  written  oflf  before  a  dividend  is  paid,  provided 
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a  reasonable  portion  of  it  is  cancelled  and  the  course  of 
the  business  justifies  the  carrying  of  the  remainder  as  an 
asset  in  the  nature  of  good-will.  If  proper  reserves 
have  been  established  or  the  corresponding  amount  of 
depreciation  has  been  charged  and  there  is  a  sufficient 
balance  in  the  undivided  profit  account,  the  advisability 
of  declaring  a  dividend  is  left  entirely  to  the  board  of 
directors.  But  if  they  declare  a  dividend  which  acts  as 
an  impairment  of  the  capital  they  may  be  held  individ- 
ually liable  for  having  done  so,  therefore,  the  auditor 
should  satisfy  himself  that  the  dividend  is  a  proper  one, 
and  if  he  is  convinced  tliat  it  is  not,  he  should  call  tlie 
attention  of  the  directors  to  the  risk  they  run  in  declar- 
ing, and  paying  it. 

131.  The  right  to  declare  a  dividend  not  dejiendent  on 
cash  balance. — The  auditor  will  frequently  find  that  the 
oflicers  of  a  company  are  under  the  impression  that  they 
cannot  declare  a  dividend  unless  the  company  has  at  the 
time  an  available  cash  balance  with  which  to  pay  it.  In 
a  large  company  where  the  stock  is  scattered  and  the 
money  will  be  at  once  demanded  this  is  undoubtedly 
true,  but  in  a  smaller  concern  there  are  frequently  one 
or  more  of  the  principal  stockholders  who  will  be  willing 
to  have  the  dividend  credited  to  their  accounts  to  be 
drawn  as  they  need  it  when  the  company  is  In  funds,  or 
it  may  be  that  they  already  have  debit  balances  ivhich  the 
dividend  will  not  much  more  than  cover.  Sometimes 
the  dividend  is  paid  in  scrip  which  bears  interest  and  is 
negotiable,  so  that  those  who  need  the  money  can  sell 
the  scrip  and  realize  whatever  it  may  be  worth  on  the 
market.  The  company  will  take  up  the  scrip  when- 
ever it  is  in  funds  and  is  sometimes  able  to  buy  it  up  at 
a  discount.  Or  it  may  be  exchanged  for  bonds  or  for 
shares  of  stock,  in  case  it  is  desirable  to  increase  the  cap- 
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itaL  Sometimes  the  dividend  is  originaUy  in  the  form 
of  new  capital  stock  shares.  This  action  fixes  the  active 
capital  in  the  business  in  a  more  permanent  form,  tak- 
ing it  out  of  the  power  of  the  board  of  directors  to  dis- 
sipate the  surplus  by  paying  it  out  in  cash  dividends. 

182.  The  obligation  to  declare  dividends. — ^A  board  of 
directors  is  not  obliged  to  declare  a  dividend,  although 
there  may  be  profits  enough  to  declare  it  out  of  any  funds 
on  hand  sufficient  to  pay  it,  unless  it  can  be  shown  that 
the  directors  refrain  from  such  action  for  some  other 
purpose  than  the  strengthening  of  the  position  of  the 
company.  The  board  might  pass  dividends  for  the  pur- 
pose of  depressing  the  stock  and  of  tiring  out  stock- 
holders who  needed  the  income  and  could  be  induced 
to  seU  at  a  low  price  in  order  to  invest  in  something  that 
would  give  them  present  returns.  If  such  a  case  or  a 
similar  one  can  be  made  out,  a  court  could  compel  the 
directors  to  declare  a  reasonable  dividend. 

188.  Rights  of  subscribers  who  have  not  paid  in  full. 
— Subscribers  for  stock  who  have  not  paid  for  it  in 
full  are  not  usually  entitled  to  participate  in  dividends, 
except  where  all  the  stockholders  are  on  the  same  basis 
as  to  partial  pa}Tnents,  in  which  case  the  dividends  should 
be  credited  to  the  stock  accounts  of  the  subscribers  and 
not  paid  in  cash.  If  this  should  result  in  too  great  an 
accumulation  of  money  in  the  treasury  of  the  company 
the  best  way  to  reduce  the  cash  balance  would  be  to  buy 
in  some  of  the  stock  and  cancel  it  or  place  it  in  the  hands 
of  a  trustee.  There  is,  however,  no  obligation  to  credit 
the  dividends  to  the  unpaid  stock  accounts  if  the  stock- 
holders are  willing  to  carry  the  liability  on  the  unpaid 
subscriptions,  and  the  company  has  sufficient  funds  on 
hand  to  pay  it. 

A  dividend  is  usually  declared  at  so  much  per  cent  on 


the  capital,  but  it  is  sometimes  said  to  be  for  a  specified 
sum  per  share. 

134.  Rights  of  preferred  and  common  stockholders. — 
Dividends  on  preferred  stock  take  precedence  of  those 
on  common  stock.  Preferred  stock  is  a  special  stock 
on  which  a  specific  dividend  is  guaranteed.  It  is  some- 
times cumulative,  which  means  that  if  the  guaranteed 
dividend  is  not  made  in  one  year  the  guarantee  con- 
tinues over  into  subsequent  years  until  the  entire  prefer- 
ence dividend  has  been  paid  for  all  the  years.  It  must 
be  understood  tliat  the  guarantee  is  hmited  by  the  ability 
of  the  company  to  pay  the  dividend  out  of  actual  earn- 
ings and  in  that  respect  differs  from  the  interest  on 
bonded  indebtedness,  which  is  a  preferred  debt  whether 
it  is  earned  or  not.  Preferred  stock  cannot  demand  a 
dividend  unless  it  can  be  shown  that  it  is  actually 
earned.  If  the  dividend  is  non-cumulative  each  year 
stands  on  its  own  basis,  so  that  if  the  business  is  suffi- 
ciently prosperous  in  any  one  year  to  pay  the  prefer- 
ence dividend  for  tliat  year  and  leave  a  surplus,  that 
surplus  can  be  paid  to  the  common  stockholders  as  a 
dividend,  regardless  of  the  fact  that  for  one  or  more 
years  in  the  past  the  preferred  stock  has  received  no 
dividend.  While  the  preferred  stock  is  entitled  to  the 
first  dividend  up  to  the  fixed  rate,  it  is  not  entitled  to 
any  more,  however  much  there  may  be  to  divide,  imless 
there  is  a  specific  agreement,  as  there  sometimes  is,  that 
whenever  the  profits  are  sufficient  to  pay  more  than  the 
fixed  rate  to  both  classes  of  stock,  they  shall  both  share 
equally.  Usually  after  the  given  rate  has  been  paid 
the  balance  of  the  profits  belong  to  tlie  common  stock, 
so  that  in  a  very  prosperous  company  the  common  stock 
may  receive  very  much  larger  dividends  than  the  pre- 
ferred and  be  by  that  much  the  more  valuable. 
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135.  Present  method  of  paying  dividends. — In  pay- 
ing dividends  it  used  to  be  the  custom  to  list  the  stock- 
holders in  a  special  dividend  book  showing  the  number 
of  shares  held  by  each  and  tlie  dividend  to  which  each 
was  entitled,  with  a  place  for  his  signature  receipting 
for  the  dividend.  In  this  case  "dividend"  was  credited 
and  "surplus"  charged  at  the  time  the  dividend  was  de- 
clared. As  the  stockholders  came  in  and  drew  their 
money,  dividend  was  charged,  the  balance  of  the  account 
being  a  credit  to  "mipaid  dividends."  As  companies 
grew  larger  and  as  their  stockholders  became  so  scattered 
that  it  was  impossible  for  them  all  to  call  at  the  oflBce  of 
the  company  and  sign  receipts,  this  method  was  almost 
entirely  given  up,  and  the  usual  custom  now  is  to  make 
out  checks  for  all  the  stockholders  at  once  and  mail  them 
on  the  day  the  dividend  is  payable.  The  checks  are 
usually  on  a  special  form  so  that  the  endorsement  acts  as 
a  receipt  for  the  specific  di\'idend.  In  this  case  the  total 
amount  of  the  checks  to  stockholders  in  payment  of  divi- 
dends is  charged  to  "diridend  account,"  which  is 
eventually  charged  to  surplus  and  there  is  never  any 
credit  to  unpaid  dividends. 

As  capital  stock  is  transferable  only  on  the  books  of 
the  company,  the  dividend  is  payable  to  the  person  whose 
name  appears  on  the  books  as  the  owner,  who  is  called 
the  "holder  of  record."  In  order  to  prevent  confusion 
in  case  of  transfers  occurring  after  the  checks  are  made 
out,  it  is  the  custom  to  close  the  transfer  books  a  few 
days  before  the  dividend  is  payable,  and  to  reopen  them 
the  day  after  the  payment.  In  this  way  the  holders  of 
record  cannot  change  for  a  hmited  time,  allowing  time 
enough  to  make  out  the  checks.  If  any  stock  is  sold 
during  the  closed  time  it  is  said  to  be  ex-dividend,  as  the 
seller,  being  the  holder  of  record,  will  receive  the  check 
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for  the  dividend,  although  at  the  time  he  gets  it  he  will 
not  be  the  actual  owner  of  the  stock. 

136.  Dividends  depend  on  assets. — The  word  dividend 
means  the  thing  to  be  divided,  and  in  this  sense  is  applied 
to  the  partial  pajinents  made  to  creditors  in  liquidating 
a  bankrupt  concern  and  to  stockholders  and  partners  in 
winding  up  a  business.  It  has  nothing  to  do  with  profits, 
but  is  concerned  only  with  the  assets,  which  may  not 
necessarily  be  all  cash,  jf  one  or  more  of  the  parties  is 
willing  to  take  property  of  any  kind,  at  an  agreed  valu- 
ation. It  may  happen  in  a  partnership  liquidation  that 
there  are  more  assets  than  are  sufficient  to  pay  all  the 
liabilities  and  the  partners'  capital.  The  excess  must  be 
profits,  which  would  then  be  divided  between  the  part- 
ners on  the  agreed  profit-sharing  basis  and  not  on  the 
basis  of  capital,  if  there  were  any  difference  between  the 
two  rates. 

137.  Proper  procedure  in  a  partnership. — An  auditor 
should  thoroughly  understand  the  principles  governing 
the  making  of  liquidating  dividends  to  partners  who 
share  profits  and  losses  in  a  ratio  different  from  that  of 
their  capitals.  The  rule  ordinarily  given  for  the  settle- 
ment of  partnership  affairs  is  to  pay  outside  creditors 
first,  then  any  loans  made  by  one  or  more  partners  to 
the  business,  tlien  to  repay  the  partners'  capital  pro- 
portionately and  if  there  is  anything  left  to  divide  it 
among  the  partners  on  the  profit-sharing  basis.  But 
this  rule  cannot  be  rigidly  adhered  to  in  all  cases.  The 
proper  procedure,  after  paying  off  the  outside  creditors, 
is  to  ascertain  the  condition  of  the  capital  accounts  by 
determining  the  loss  if  any,  and  charging  it  against  the 
capital  accounts,  and  then  to  make  tlie  di^-ision  on  the 
basis  of  the  amended  capitals.  It  is  a  dictum  of  ordinary 
common  sense  that  if  the  capital  of  one  of  the  partners 
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now  appears  as  overdrawn  the  deficit  must  be  made 
good  out  of  his  loan  to  the  company  if  he  has  one,  in 
spite  of  the  rule  that  loans  by  partners  shall  be  paid  be- 
fore any  further  division. 

188.  Payment  of  liquidating  dividends — illustration. 
— ^If  the  entire  loss  is  known  when  the  division  is  begun 
there  is  no  danger  in  paying  liquidating  dividends  as 
fast  as  assets  are  realized.  But  if  the  assets  are  such 
that  there  may  be  further  considerable  losses  the  liqui- 
dator runs  a  risk  of  overpaying  one  of  the  partners  whose 
jjercentage  of  profit,  and,  therefore,  of  loss,  is  greater 
than  the  others  in  proportion  to  his  capital.  The  only 
way  to  make  this  clear  is  by  an  illustration.  Suppose 
A,  B  and  C  have  $9,000  each  to  the  credit  of  their  capi- 
tal accounts,  but  that  they  divide  profits  on  the  basis  of 
50,  80  and  20  per  cent  respectively.  They  make  a  loss 
of  $9,000  and  agree  to  liquidate.  Collections  to  the  ex- 
tent of  $9,000  are  made  and  divided  between  them.  The 
situation  would  then  be  as  follows,  if  the  money  col- 
lected is  divided  on  the  basis  of  the  capital  standing  to 
the  credit  of  each : 

Total  A.  B.  C. 

Capital   $27,000  $9,000  $9,000  $9,000 

Loss    9,000  4,500  2,700  1,800 

New    Capital 18,000  4,500  6^00  7,200 

Dividend    9,000  2,250  3,150  3,600 

New   Capital    9,000  2,250  3,150  3,600 

If  the  remaining  $9,000  were  paid,  the  division  would 
give  each  man  the  amount  standing  at  his  credit  and 
there  would  be  no  trouble.  But  if  there  is  a  further 
loss,  say  of  $6,000,  it  would  have  to  be  divided  on  the 
basis  of  50,  30  and  20  per  cent  and  $3,000  of  it  would 
be  chargeable  to  A,  who  is,  therefore,  overpaid  $750. 

If  the  final  outcome  of  the  liquidation,  therefore,  is  un- 
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certain,  the  only  safe  plan  for  the  liquidator  to  adopt, 
other  than  refusal  to  make  any  distribution  until  the  fate 
of  all  the  assets  is  definitely  known,  is  to  apply  the  first 
payments  in  such  a  way  as  will  bring  the  respective  cap- 
itals to  the  same  proportion  as  the  loss-sharing  ratio. 
In  the  example  stated,  B  would  he  given  $3,600  and  C 
$5,400  of  the  $9,000  dividend.  The  capitals  would  then 
stand  A,  $4,500,  or  50  per  cent;  B,  $2,700,  or  30  per 
cent;  and  C,  $1,800,  or  20  per  cent  of  the  remaining 
$9,000.  AVhether  any  part,  or  all  of  the  residue  should 
prove  either  good  or  bad,  the  division  of  either  loss  or 
dividend  would  be  at  the  same  ratio  and  there  would  be 
no  danger  of  overpayment  to  anyone. 

It  has  been  claimed  by  some  that  since  the  firm  is  in 
liquidation,  the  provision  as  to  profit-sharing  ratio  is 
abrogated  and  does  not  apply  to  the  losses,  but  there  does 
not  seem  to  be  any  authority  for  tliis  view.  Although 
these  are  called  losses  of  Utiuidation,  they  are  not  really 
such,  since  the  items  on  which  the  losses  occur  were  ac- 
quired while  the  business  was  a  going  one,  and  any  qual- 
ity in  them  which  would  lead  to  loss  must  have  been 
inherent  from  the  beginning.  Wliile  the  loss  was  devel- 
oped by  the  liquidation,  or  discovered  in  the  process  of  it, 
it  was  really  always  there,  although  latent  or  tempo- 
rarily obscured. 

139.  Principal  and  income. — In  connection  with  the 
topic  of  profits  a  very  interesting  phase  of  the  subject 
is  found  in  the  determination  of  what  constitutes  income 
and  what  is  an  addition  to  principal.  IMore  often  than 
anyTvhere  else,  this  occurs  in  cases  in  tlie  probate  court, 
where  it  is  necessary  to  construe  the  terms  of  a  will  by 
which  the  income  of  an  estate  has  been  left  to  one  per- 
son during  his  life,  and  the  principal  of  the  estate  (called 
the  corpus)  to  another  person  called  the  remainderman. 
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It  will  be  seen  at  once  tliat  there  are  here  two  conflicting 
interests,  and  that  if  money  is  paid  to  the  holder  of  the 
life  interest,  as  income,  which  is  in  reality  an  addition 
to  the  value  of  the  estate,  or  which  diminishes  the  amount 
to  be  given  to  the  remainderman,  when  the  life  interest 
tenninates,  the  remainderman  will  have  a  claim  against 
the  trustees  of  the  estate.  On  the  other  hand  the  holder 
of  the  life  interest  will  naturally  claim  everything  as  in- 
come that  can  possibly  be  construed  to  he  such. 

The  auditor  is  frequently  asked  to  detennine  this  ques- 
tion, but  unless  the  matter  is  very  plain,  he  will  seldom 
be  able  to  do  more  than  give  his  opinion  and  the  reasons 
for  it.  The  only  safe  plan  for  the  trustee  to  follow  is 
to  refer  the  matter  to  the  court  and  get  positive  instruc- 
tions. In  some  cases  there  is  little  or  no  doubt  of  the 
true  position. 

140.  Profits  from  stock  or  bond  sales. — Profits  on 
sales  of  bonds  or  stock  originally  held  by  the  estate,  at 
prices  above  those  at  which  they  were  inventoried  are 
additions  to  principal,  and  not  income.  Conversely, 
losses  on  such  sales  are  chargeable  to  principal.  If,  how- 
ever, the  bonds  or  stock  were  investments  made  by  the 
trustee  himself,  it  is  a  question  whether  profits  on  them 
should  be  added  to  the  principal  or  treated  as  an  income 
from  trading  by  the  trustee.  The  bidk  of  expert  opin- 
ion is  rather  in  favor  of  adding  them  to  the  principal,  as 
they  result  from  a  change  of  assets  and  are  not  a  regular 
income  from  them. 

141.  Case  of  a  wasting  estate. — In  the  case  of  wast- 
ing principal,  as  in  a  mine,  the  trustee  who  is  directed  to 
pay  the  income  to  a  life-tenant  would  not  be  justified  in 
considering  all  the  dividends  received  as  income.  He 
must  provide  for  the  wasting  of  the  corpus  or  principal, 
go  that  he  can  turn  over  to  the  remainderman  an  equiv- 
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alent  for  the  reduction  in  value  of  the  stock  in  the  mine 
consequent  on  the  exhaustion  of  the  ore.  The  testator 
may  have  been  in  the  habit  during  his  life  of  calling  all 
receipts  from  tliis  source  income,  but  unless  the  will  is 
very  exphcit  in  directing  that  all  receipts  are  to  be  paid 
to  the  life-tenant,  the  trustee  would  be  bound  to  protect 
the  interests  of  the  remainderman,  and  an  auditor  should 
advise  him  to  retain  and  reinvest  a  certain  portion  of  the 
so-called  income  as  an  offset  to  the  waste  of  the  princi- 
pal. It  may  be  that  the  company  declaring  the  divi- 
dend may  have  made  such  provision  itself  by  means  of 
a  sinking  fund  or  otherwise,  in  which  case  the  trustee 
would  be  justified  in  regarding  all  the  money  received 
from  di\'idends  as  income. 

Bond  premiums  arc  in  the  nature  of  a  wasting  asset, 
whether  they  are  on  bonds  received  at  market  value  in 
the  original  inventory  or  purchased  above  par  by  the 
trustee  himself.  Different  courts  have  decided  differ- 
ently on  this  point,  but  it  would  seem  as  if  the  only  just 
method  was  to  calculate  the  interest  at  tlie  basic  rate  on 
the  total  cost  of  the  bonds  and  to  retain  and  reinvest 
the  difference  for  the  benefit  of  the  remainderman. 

142.  Taxes  and  improvements. — Taxes  assessed 
against  the  estate  before  the  deatli  of  the  testator,  though 
not  payable  until  afterwards,  are  a  charge  against  the 
principal,  as  are,  also,  all  debts  due  by  the  testator  him- 
self, including  funeral  expenses,  and  all  legal  and  other 
expenses  arising  from  a  contest  of  the  will,  or  incurred 
in  defending  the  estate  against  claims  dating  from  before  . 
the  death  of  the  testator. 

Alterations  and  additions  to  property  increasing  its 
value  are  a  charge  against  the  property  and,  therefore, 
the  principal  of  the  estate,  but,  of  course,  ordinary  re- 
pairs and  maintenance  must  be  paid  out  of  the  income. 
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Expense  on  unimproved  land,  including  the  taxes, 
would  always  be  a  charge  against  principal,  on  the 
ground  that  there  is  no  income  from  such  property  out 
of  which  to  pay  them,  and  also  that  such  expense  is  in- 
curred with  the  expectation  that  the  value  of  the  land 
will  correspondingly  increase  to  the  eventual  benefit  of 
the  principal. 

148.  Contracts  of  a  testator. — Contracts:  A  leading 
authority  says  that  "the  trustees  must  carry  out  any 
contracts  entered  into  by  a  testator  prior  to  his  death, 
and  any  profits  resulting  therefrom  will  belong  to  the 
principal  and  not  to  income."  It  would  seem  more 
equitable,  however,  to  allow  the  life-tenant  such  a  por- 
tion of  the  profit  as  the  proportion  of  the  work  done 
subsequent  to  the  death  of  the  testator  in  regard  to  the 
whole  profit  would  indicate  as  the  profit  of  the  period 
during  which  the  life-tenant  had  an  interest  in  the  in- 
come of  the  estate.  Otherwise,  the  trustee  would  be 
using  money  to  complete  the  contract,  for  the  sole  bene- 
fit of  the  remainderman,  which  should  have  been  made 
to  produce  income  for  the  life-tenant. 

The  expense  of  managing  and  carrying  on  a  trust 
constituted  by  a  will  is  chargeable  against  the  income, 
including  the  trustee's  fees  and  legal  and  other  expenses 
necessary  to  the  proper  management. 

144.  Income  accruing  from  day  to  day. — Those  classes 
of  income  which  accrue  from  day  to  day  are  to  be  cred- 
ited to  the  principal  of  the  estate  up  to  the  date  of  the 
death  of  the  testator,  that  is  to  say,  all  that  is  then  ac- 
crued. These  are  rents,  interest  on  notes  receivable  and 
on  bonds.  In  this  matter  the  auditor  must  be  careful 
not  to  follow  British  authorities,  for  courts  in  Great 
Britain  have  ruled  that  each  coupon  on  the  bond  consti- 
tutes a  separate  contract  to  pay  a  definite  sum  at  a  cer- 
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tain  time  and  that  it  belongs  to  the  period  in  which  it  is 
due.  A  similar  decision  was  given  by  Massachusetts 
courts.  On  the  other  hand,  it  is  the  law  in  England  that 
when  a  dividend  on  stock  is  paid  to  an  executor  covering 
a  period  jjart  of  which  is  prior  to  the  death  of  the  testa- 
tor, he  must  apportion  it  between  principal  and  income 
on  the  basis  of  the  lapsed  time.  It  is  important  to  note 
that  this  division  is  not  made  until  after  the  dividend  is 
paid,  while  accrued  rents  and  interest  are  inventoried 
at  once.  In  this  country  it  is  generally  considered  that 
ordinary  dividends  on  stock  do  not  accrue  from  day  to 
day  and  have  no  existence  until  they  are  declared, 
and  it  is  customary  to  regard  the  whole  dividend 
as  belonging  to  the  period  in  which  it  is  declared.  This 
arises  from  the  uncertainty  as  to  when  the  profits  are 
made,  since  there  are  very  few  concerns  whose  business  is 
so  steady  and  uniform  that  they  may  be  considered  to 
be  making  one-fifty -second  or  one-twelfth  of  their  yearly 
profits  each  week  or  month.  This  idea  has  been  made  to 
include  cumulative  preferred  dividends,  although  the 
reasoning  is  not  as  good  in  regard  to  them,  and  it  is 
doubtful  whether  the  courts  would  uphold  it  if  it  were 
brought  before  them.  -j 

115.  Ordinary  dividends  treated  as  income. — It  is  a 
very  difficult  thing  to  hold  the  scales  theoretically  in 
balance  in  dividing  dividends  between  principal  and  in- 
come. If  the  company  declaring  the  dividend  has  made 
only  6  per  cent  in  the  period  covered  and  yet  declares 
and  pays  a  dividend  of  10  per  cent,  it  is  manifest  that 
4  per  cent  has  been  taken  from  the  old  surplus,  and  to 
that  extent  the  value  of  the  stock  has  been  depleted. 
While  it  is  true  that  the  undivided  surplus  of  a  corpora- 
tion is  not  the  property  of  the  stockholders  and  that 
they  have  no  claim  on  it  mitil  a  dividend  is  declared  out 
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of  it,  it  is  equally  true  that  its  existence  enhances  the 
value  of  the  stock,  and  that  the  remainderman  has  a 
right  to  claim  that  the  asset  to  which  he  has  an  eventual 
title  shall  not  be  diminished  below  the  value  that  it  had 
iwhen  it  came  into  the  hands  of  the  trustee.  On  the 
other  hand,  he  has  no  right  to  have  it  increased,  as 
would  be  the  case  if  the  supposed  conditions  were  re- 
versed and  the  dividend  were  only  6  per  cent,  although 
the  earnings  were  10  per  cent.  As  this  question  is  too 
complicated  for  the  ordinary  person  to  understand,  the 
universal  custom  is  to  treat  ordinary  dividends  as  in- 
come. 

146.  Extraordinary  cash  dividends. — In  the  case  of 
extraordinary  cash  dividends  or  of  stock  dividends,  the 
amounts  involved  are  often  too  large  to  allow  the  true 
principle  to  be  ignored.  In  one  instance  an  estate  held 
stock  whose  face  value  was  $15,000,  the  book  value  be- 
ing very  much  greater.  In  anticipation  of  a  reorgani- 
zation and  combination  with  other  companies  a  cash 
dividend  of  $60,000  was  paid  and  in  the  transfer  to  the 
merger  company  a  further  cash  payment  of  $37,600  was 
received  and  the  $15,000  stock  was  taken  up  with  $87,500 
of  the  stock  of  the  merger  company.  The  trustee  had 
received  $97,500  in  cash  and  $22,500  in  stock,  which  was 
manifestly  not  to  be  considered  as  income,  as  would  be 
the  case  if  the  rule  was  rigidly  enforced  that  dividends 
belong  to  the  period  in  which  they  are  declared.  Cases 
similar  to  this  have  been  decided  diflferently  by  different 
courts.  A  decision  by  the  United  States  Supreme 
Court  says : 

Reserved  and  accumulated  earnings,  so  long  as  they  are  held 
and  invested  by  the  corporation,  being  part  of  Its  corporate 
property,  it  follows  that  the  interest  therein,  represented  by  each 
share,  is  capital  and  not  income  of  that  share,  as  between  the 
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life-tenant  and  the  remainderman.  A  stock  dividend  really  takes 
nothing  from  the  corporation  and  adds  nothing  to  the  interests 
of  the  shareholders.  After  such  dividend,  as  before,  the  cor- 
poration has  the  title  in  all  its  corporate  property,  the  aggre- 
gate interests  therein  of  all  the  shareholders  are  represented  by 
the  whole  number  of  shares,  and  the  proportionate  interest  of 
each  shareholder  remains  the  same. 

However,  a  New  York  decision,  rendered  after  the 
above,  says : 

When  a  stock  dividend  declared  by  a  corporation  and  allotted 
to  shares  of  its  original  capital  stock,  belonging  to  a  testamen- 
tary trust  estate,  constitutes  as  a  matter  of  fact  a  distribution 
of  accumulated  earnings  or  profits,  it  represents  income  and  be- 
longs to  the  life-tenant  of  the  trust  estate  as  between  him  and  the 
remainderman. 

This  diflFerence  of  opinion  was  shown  in  a  marked  de- 
gree in  two  cases  regarding  the  same  dividend.  One 
estate  holding  some  of  the  stock  was  in  Massachusetts, 
where  the  dividend  was  decided  to  be  income,  and  the 
other  was  in  Connecticut,  where  the  same  dividend  was 
held  to  be  capital. 

The  principle  adopted  in  the  leading  case  in  Pennsyl- 
vania would  probably  appear  to  the  accountant  to  be  the 
only  equitable  one.  It  is  that  the  value  of  the  stock 
when  it  came  into  the  hands  of  the  trustee  should  be  es- 
tablished, and  that  this  value  should  be  maintained. 
Therefore,  any  stock  dividends  or  extraordinary  cash 
dividends  would  be  given  to  the  life-tenant  as  income, 
only  after  enough  had  been  reserved  for  the  benefit  of 
the  remainderman  to  restore  the  capital  of  the  latter  to 
its  original  status.  In  this  way  the  rights  of  both  par- 
ties would  be  consented.  To  give  all  the  extraordinary^ 
dividends  to  the  principal  would  scarcely  be  just  if  sev- 
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eral  years  had  elapsed  since  the  stock  came  into  the  hands 
of  the  tnistee,  if  during  those  years  the  ordinary  divi- 
dends had  been  less  than  the  real  earnings  of  the  com- 
pany. 

Under  these  circumstances  it  must  he  apparent  to  the 
auditor  that  his  onlj'  safe  course  is  to  advise  his  client  to 
apply  to  the  court  for  instructions. 

There  are  occasions,  however,  on  which  his  advice  may 
be  given  after  he  has  formed  his  own  opinion.  Where 
the  stock  is  carried  as  an  asset  by  a  company  which  is 
the  auditor's  client,  the  board  of  directors  may  wish  to 
consider  all  the  dividend  as  earnings  and  themselves  to 
declare  an  excessive  dividend  on  tlie  strength  of  it.  The 
auditor  should  certainly  object  to  this  action,  if  the  book- 
value  of  the  stock  has  been  reduced  below  the  amount  at 
which  it  is  carried  on  the  books.  Enough  of  the  divi- 
dend should  be  credited  to  the  accomit  of  the  stock  to 
reduce  the  carrj'ing  value  to  its  real  value.  This  would 
apply  also  to  an  ordinary  dividend  which  is  greater  than 
the  actual  earnings  for  the  period  which  it  covers.  Con- 
versely, if  the  dividend  is  less  than  the  actual  earnings, 
there  would  be  established  a  secret  reserve,  unless  the 
carrying  value  were  brought  up  to  the  new  book-value. 
There  is,  however,  so  strong  an  objection  to  writing  up 
an  asset,  and  crediting  surplus  with  an  unrealized  profit 
that  it  would  be  advisable  to  credit  the  increased  valua- 
tion to  "contingent  stock  profit,"  or  not  to  write  up  the 
asset  at  all,  but  to  show  the  book-value  in  parenthesis  on 
the  balance  sheet. 

-  147.  Confusion  as  to  the  meaning  of  "income." — The 
confusion  in  these  cases  arises  very  largely  from  a  sim- 
ilar confusion  in  the  mind  of  the  ordinary  business  man 
between  income  and  expense,  and  receipts  and  disburse- 
ments.    It  is  very  difficult  sometimes  to  explain  to  such 
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a  man  that  he  may  have  income  that  is  not  a  receipt,  or 
an  expense  that  is  not  represented  by  a  disbursement. 
The  ordinary  man  wants  to  know  how  much  money  he 
has  received  and  how  much  expended.  He  has  been 
used  to  dealing  with  cash  and  has  grown  to  think  that 
the  money  involved  is  the  all-important  thing.  Hence 
all  the  money  he  receives  above  the  face  of  his  asset  is 
income  to  him,  and  nothing  else  is. 

Income  is  necessarily  only  what  constitutes  a  clear 
gain  in  value,  whether  received  in  cash,  at  present,  or  to 
be  received  in  the  future,  provided  its  eventual  receipt 
is,  humanly  speaking,  certain,  and  that  in  the  mean- 
time it  is  in  such  shape  that  it  can  be  carried  as  an  asset. 
In  that  way  the  profit  on  goods  sold  is  an  income,  al- 
though for  the  time  being  it  is  included  in  the  accounts 
due  from  customers.  If  the  ordinary  testator  had  a 
clear  idea  of  these  matters  he  would  be  more  apt  to  word 
his  will  so  that  there  would  be  no  doubt  in  the  mind  of 
the  executor  or  trustee  as  to  his  real  intentions.  In  the 
last  analysis  it  is  always  the  intent  of  the  testator  that 
must  govern  the  decision,  even  of  the  court. 

If  attorneys  who  draw  up  wills  would  thoroughly 
acquaint  themselves  with  the  accounting  principles  in- 
volved, or  would  consult  competent  accountants  in  re- 
gard to  them,  they  would  be  able  to  give  testators 
advice  which  would  prevent  many  disagreeable  miscon- 
ceptions. In  the  discussions  preceding  the  passage  of 
the  Federal  Corporation  Tax  law,  it  was  made  very  evi- 
dent that  even  when  an  attorney  was  eminent  enough 
to  be  Attorney  General  of  the  United  States  he  did  not 
necessarily  have  a  very  clear  idea  of  what  constitutes  in- 
come. 
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148.  Attitude  of  the  auditor  toward  employer. — In 
taking  up  the  proper  way  in  which  to  conduct  an  audit, 
one  of  the  first  points  to  be  considered  is  the  attitude 
of  the  auditor  toward  the  office  whose  accounts  he  is 
examining.  It  is  a  httle  difficult  to  describe  the  exact 
position  he  should  take.  He  must  avoid  placing  him- 
self on  the  footing  of  a  clerk  with  the  head  of  the  office, 
but  must  preserve  his  complete  independence,  while  at 
the  same  time  he  must  be  careful  not  to  arouse  antag- 
onism by  too  great  an  assertiveness.  He  nmst  be  will- 
ing to  give  way  in  all  minor  things,  wliere  no  principle 
is  involved,  in  order  to  make  more  effective  his  positive 
stand  for  his  own  opinion  when  an  important  point  is 
under  consideration,  and  he  feels  that  it  is  essential  to 
honest  work  tliat  his  advice  should  he  followed. 

Many  office  managers  have  little  i)et  ideas  of  their 
own  as  to  how  certain  things  should  be  handled.  The 
ideas  may  not  be  the  best  in  the  world,  but  the  manager 
thinks  they  are,  and  if  you  contest  them,  he  gets  a  notion 
that  you  are  trj'ing  to  upset  the  whole  routine  of  the  of- 
fice, and  a  feeling  of  antagonism  is  aroused  that  makes 
it  difficult  to  carrj-  out  any  reform  whatever.  It  is  not 
often  that  the  auditor  is  given  a  free  hand  to  make  any 
changes  that  he  may  see  fit.  He  is  more  often  obliged 
to  use  tact  in  bringing  about  the  improvements  that  he 
desires  to  introduce. 

When  he  has  been  the  regular  auditor  of  the  house 
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for  any  considerable  time,  he  should  have  gained  tlie 
confidence  of  his  clients  sufficiently  to  be  able  to  de- 
mand and  to  receive  absolute  authority  to  make  any 
changes  that  he  considers  necessary,  hut  he  is  seldom  in 
that  position  at  the  beginning  of  his  experience  with  any 
individual  concern.  When  he  has  established  himself  on 
the  right  footing  he  will  become  the  confidential  adviser 
of  the  manager  and  will  he  consulted  on  many  important 
points  that  are  vital  to  the  success  of  the  business.  For 
this  reason  it  is  poor  policy  for  a  house  to  be  always 
changing  its  auditors,  since  no  one  of  them  can  become 
thoroughly  conversant  with  the  business  and  its  history. 

As  an  aid  to  the  better  acquaintance  between  the  au- 
ditor and  the  business  manager  the  frequent  audit  is 
preferable  to  the  annual  one.  When  a  whole  year  in- 
tervenes between  two  visits  of  the  auditor,  the  conditions 
of  the  business  cannot  be  as  fresh  in  his  mind  as  when 
the  interval  is  only  a  quarter  of  that  time.  The  fre- 
quent visits  of  the  auditor  allow  more  opportunities  for 
the  discussion  of  points  that  arise,  and  offer  a  greater 
chance  for  the  cultivation  of  the  friendly  feeling  that 
should  characterize  the  relations  between  tlie  two  men. 

No  manager  likes  to  have  any  more  outsiders  cogni- 
zant of  the  details  of  his  business  than  are  absolutely 
necessary.  It  is  advisable,  therefore,  to  send  the  same 
assistants  each  time  when  possible,  and  there  is  no  objec- 
tion to  this  if  the  chief  auditor  keeps  sufficient  watch 
over  the  progress  of  the  work  to  see  that  his  men  are  not 
falling  into  ruts  or  overlooking  anything  that  is  of  im- 
portance. 

149.  Relatione  with  the  clerical  force. — In  his  rela- 
tions with  the  clerical  force  the  auditor  should  be  firm 
but  not  harsh.  Wliile  he  is,  of  course,  absolutely  inde- 
pendent of  any  of  the  employees,  it  is  never  advisable  to 
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incur  their  ill-will  by  a  dictatorial  manner  or  by  a  parade 
of  authority.  He  should  make  it  very  plain  to  every  one 
in  the  oflSoe  that  he  is  willing  to  help  by  advice  in  every 
way  possible,  when  asked  to  do  so,  and  should  impress 
upon  them  the  idea  that  his  object  in  any  changes  he 
may  suggest  is  either  to  lessen  the  work  or  to  improve 
its  quality.  While  treating  the  members  of  the  office 
force  with  due  courtesy,  he  should  never  become 
diummy  with  them  or  allow  them  to  pass  beyond  the 
strictly  business  relations  which  should  characterize  the 
intercourse.  If  he  is  employing  assistants  on  the  work 
he  should  warn  them  against  cultivating  more  than  an 
ordinary  friendly  feeling  between  themselves  and  the 
employees.  In  arranging  the  details  of  the  audit  he 
should  try  as  far  as  possible  to  use  the  various  books  at 
the  time  most  convenient  to  the  men  who  keep  them,  so 
as  to  interfere  as  little  as  possible  with  the  routine  work 
of  the  office.  By  the  exercise  of  a  little  judgment  it  is 
easy  to  work  on  the  book  that  may  happen  to  be  idle  at 
the  time.  When  the  office  sees  that  he  is  willing  to  do 
this  they  will  be  glad  to  accommodate  him  when  it  be- 
comes necessary  to  interrupt  the  current  work  to  a  cer- 
tain extent.  But  while  thus  willing  to  accommodate 
himself  to  the  routine  work  as  far  as  possible,  he  ♦must 
have  it  distinctly  understood  that  he,  alone  controls  the 
situation,  and  that  he  can  take  possession  of  any  book 
at  any  time  that  he  thinks  necessary. 

In  a  new  audit  he  will  probably  be  offered  a  great 
many  suggestions  about  the  best  way  to  handle  that  par- 
ticular set  of  books.  He  should  thank  the  friendly  ad- 
viser and  then  quietly  go  to  work  in  his  own  way.  It 
will  not  take  him  long  to  unravel  the  intricacies  of  even 
the  most  complicated  system,  though  he  will  occasionally 
find  some  whose  vagaries  will  need  careful  study. 
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He  may  encounter  bookkeepers  who  will  object  to  the 
point  of  absolute  refusal  to  make  changes  that  he  re- 
quires. His  only  recourse  then  is  to  handle  the  matter 
without  gloves  and  fall  back  on  the  authority  of  the  head 
of  the  office  and  demand  that  the  desired  move  be  made 
at  once  and  without  reserve. 

150.  Method  of  conducting  the  first  audit. — -In  the 
first  audit  for  a  new  client  the  auditor  should  thoroughly 
study  the  system  in  use  in  the  office,  so  as  to  acquaint 
himself  with  the  books  that  it  will  be  necessary  for  him  to 
examine.  If  there  are  many  of  them  he  should  make  a 
list  of  them.  It  sometimes  happens  that  the  bookkeeper 
forgets  to  give  him  one  or  more  books  that  are  not  often 
used,  or  it  may  be  that  the  bookkeeper  is  absent  for  one 
reason  or  another,  and  that  there  is  no  one  thoroughly 
posted  in  regard  to  all  the  books.  The  absence  of  one 
or  more  books  will  be  discovered  from  the  fact  that 
there  are  postings  to  the  ledger  account  that  are  not 
traceable  to  the  books  in  hand  and  must,  therefore,  have 
come  from  books  not  yet  in  evidence.  The  auditor 
should  study  the  methods  in  force  of  obtaining  and  re- 
cording the  information  in  regard  to  the  daily  transac- 
tions of  the  business,  the  manner  in  which  it  is  treated 
after»being  obtained,  the  safeguards  that  are  provided 
against  innocent  or  intentional  error,  the  system  adopted 
for  keeping  account  of  stock,  and  the  general  features 
of  a  cost  system,  if  one  is  carried  on,  and  the  way  in 
which  all  the  underlying  work  fits  into  the  general  scheme 
of  the  accounts.  He  should  also  familiarize  himself  in 
a  general  way  with  the  character  of  the  business,  the  na- 
ture of  the  articles  manufactured  or  dealt  in,  and  with 
any  peculiarities  in  the  customs  prevalent  in  that  partic- 
ular line,  such  as  the  usual  trade  and  cash  discounts,  and 
the  usual  time  allowed  to  customers  in  that  trade. 
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With  the  whole  course  of  the  business  thus  thoroughly 
understood,  a  definite  plan  can  be  adopted,  subject  to  any 
modifications  tliat  may  he  caused  by  the  later  discovery 
of  details  that  it  may  be  considered  necessary  to 
investigate.  The  principal  having  thus  acquainted 
himself  with  the  work  to  be  done,  can  give  verbal 
or  written  instructions  to  his  assistants  who  do 
the  actual  work,  and  he  can  be  in  a  position 
to  supervise  it  intelligently,  either  in  personal  visits 
to  the  office  where  the  work  is  being  done,  or  by  scrutiniz- 
ing the  papers  brought  to  him  from  time  to  time,  or  at 
the  close  of  the  audit,  and  will  be  able  to  give  advice  if  it  is 
needed  at  any  time.  It  may  be  tliat  tlie  senior  account- 
ant is  a  man  who  can  be  entrusted  with  the  entire  work, 
including  the  mapping  out  of  the  entire  scheme.  Such  a 
man,  however,  would  virtually  rank  as  a  principal. 

In  a  periodical  audit,  after  the  first  one,  all  this  in- 
formation would  be  in  possession  of  the  auditor,  and  it 
would  be  necessary  only  to  refer  to  the  previous  audit  and 
from  it  make  up  a  schedule  of  the  work  to  be  done,  not 
only  for  the  guidance  of  the  assistants,  but  to  prevent  the 
accidental  omission  of  any  part  of  the  audit.  As  a  fur- 
ther check  en  this,  it  is  customary  for  each  person  on  the 
work  to  make  reports  on  either  daily  or  weekly  sheets, 
detaihng  the  kind  of  work  done  and  the  number  of  hours 
consumed  in  it.  In  the  auditor's  office  these  reports  are 
posted  to  contract  sheets  which  will  eventually  show  the 
total  time  consumed,  from  which  the  cost  can  be  calcu- 
lated and  the  account  made  up  against  the  client,  if  the 
work  is  being  done  on  a  per-diem  basis.  In  any  event, 
the  information  in  regard  to  the  time  is  valuable  in  es- 
timating on  future  work  of  the  same  general  nature. 

The  schedule  of  work  to  he  done  on  an  audit 
would   be   made   up   by   each   auditor   in   accordance 


176  AUDITING 

with  his  owii  ideas.  Naturally,  the  first  mstruc- 
tioii  would  be  to  verify  the  cash,  unless  the  cus- 
tom of  the  office  was  to  deposit  all  receipts,  in 
which  case  there  would  be  no  cash  to  verify,  except  the 
petty  cash.  Some  auditors  insist  that  all  the  additions 
in  the  cash-book  must  be  proved,  while  others  contetit 
themselves  by  making  copious  tests.  The  principles 
governing  the  audit  of  each  item  of  the  accounts  have 
been  discussed  under  their  respective  headings.  No  in- 
flexible rules  can  be  laid  down  as  to  the  order  in  which 
these  items  shall  be  taken  up  in  an  audit,  nor  how  much 
investigation  shall  be  given  to  each.  Only  one  thing 
must  be  insisted  on;  the  auditor  must  treat  each  de- 
partment of  the  work  with  sufficient  thoroughness  to 
satisfy  himself  that  he  has  not  omitted  anything  of  im- 
portance, nor  neglected  to  notice  any  unusual  payment 
or  receipt  that  should  have  been  investigated.  Above 
all,  he  should  not  unduly  curtail  an  audit  because  he  has 
made  a  flat  bid  that  will  not  pay  him  if  he  does  thorough 
work. 

151.  Field  notes. — For  the  double  purpose  of  giving 
the  principal  the  desired  information  and  of  preserv- 
ing data  that  will  support  the  tables  contained  in  the 
report,  it  is  now  the  custom  of  many  auditors  to  make 
I  abstracts  of  the  accounts  on  their  own  paper  instead  of 
I  checking  the  books.  This  paper  is  provided  with  a  num- 
ber of  debit  and  credit  columns.  Each  set  of  columns 
is  headed  with  the  name  of  an  account  in  the  general 
ledger.  In  order  to  save  time  in  looking  for  an  account, 
as  weU  as  to  condense  the  work  on  as  few  sheets  as  pos- 
sible, it  is  well  to  block  out  the  sheets  in  advance  by  run- 
ning through  the  ledger,  so  as  to  get  the  accounts  on  the 
sheets  in  the  same  order  as  in  the  ledger,  and  to  allot 
each  account  just  about  the  space  it  will  occupy.     The 
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posting-folio  reference  will  then  be  a  guide  as  to  the 
position  of  the  accounts  on  tlie  sheets,  but  postings  to 
the  sheets  must  be  by  names  of  the  accounts  and  not  by 
page  numbers.  Each  item  In  the  books  of  original 
entry  is  posted  to  its  proper  column  on  these  sheets, 
except  that  accounts  receivable,  and  payable  are  treated 
by  totals  only  and  not  in  detail.  When  columnar  books 
are  used  only  the  totals  of  the  columns  are  posted. 
When  all  the  items  are  posted  and  tlie  columns  added, 
the  starting  trial  balance  is  spread  on  a  trial  balance 
sheet  in  the  first  two  columns,  the  debit  and  credit  to- 
tals for  each  account  taken  from  the  analytical  columns 
are  placed  in  the  second  two  columns,  and  the  resultant 
trial  balance  in  the  third  set  of  columns.  This  trial 
balance  Is  then  compared  with  the  balances  on  the  ledger 
and  any  discrepancies  that  may  be  found  are  investi- 
gated and  adjusted.  This  makes  a  much  safer  audit] 
than  does  the  checking  method,  as  even  the  most  care- 1 
ful  auditor  is  liable  to  follow  the  posting  and  repeat  an 
erroneous  one  by  inadvertence. 

For  uistance,  an  item  of  $150,  consisting  of  a  divi- 
dend received  by  a  certain  company  on  an  outside  in- 
vestment, was  posted  by  the  bookkeeper  to  insurance  on 
page  28  instead  of  to  interest  on  page  26.  The  auditor 
in  checking  the  accounts,  saw  that  the  item  was  posted 
to  page  28  and  checked  it  to  that  page,  ivithout  noticing 
the  name  of  the  account.  It  was  unquestionably  a  care- 
less thing  to  do,  but  even  the  best  men  sometimes  grow 
careless  when  doing  purely  routine  work  like  cliecking. 
The  error  was  not  discovered  until  some  time  after  he 
had  rendered  his  report,  and  when  his  attention  was 
called  to  it  he  could  do  nothing  but  acknowledge  his 
blunder  and  resolve  that  in  future  he  would  always 
adopt  the  analytical  method,  which  would  have  detected 


tiie  error,  since  attention  would  be  paid  then  only  to  the 
name  of  the  account,  and  not  to  the  number  of  the  folio. 
The  certainty  of  this  process  offsets  the  slight  increase 
of  labor  and  time  necessary  to  carry  it  out,  and  it  has  the 
advantage  of  doing  away  witli  the  necessity  of  making 

*  check  marks  on  the  books,  a  practice  to  which  some  book- 
keepers strenuously  object,  and  the  further  advantage 
of  furnishing  the  auditor  with  a  complete  abstract  of 
the  books  for  his  office  files. 

In  the  ordinary  way  of  checking  the  accounts  to  the 
ledger  and  then  taking  a  trial  balance,  or  checking  to 
the  one  prepared  by  the  bookkeeper  and  copying  it,  the 
same  schedules  could  be  made  up,  but  there  is  nothing  in 
the  possession  of  the  auditor  that  would  substantiate 
them. 

'  In  abstracting,  the  usual  method  is  to  begin  with  the 
cash-book.  When  all  the  items  have  been  posted  from 
that  to  the  abstract  sheets,  including  the  total  cash  re- 
ceipts and  disbursements,  a  summarj-  is  made  of  the  total 
debits  and  credits.  If  it  balances  it  is  not  necessary  to 
add  the  cash-book,  except  as  to  the  columns  whose  totals 
only  have  been  taken.  Under  the  cash-book  postings  on 
the  abstract  sheets  are  now  posted  the  entries  from  all 
the  journals,  and  the  totals  are  then  transferred  to  the 
second  set  of  columns  on  the  trial  balance  sheet.  These 
columns  must,  of  course,  balance,  as  must  the  resulting 
trial  balance  in  the  third  set  of  columns.  If  the  books 
are  to  be  closed,  the  profit  and  loss  items  are  put  in  the 
fourth  set  of  columns  by  crediting  the  expense  accounts 
and  debiting  the  profit  accounts,  the  balance  of  net 
profits  being  put  in  red  ink.  By  adding  and  deducting 
from  the  last  trial  balance  in  the  third  set  of  columns, 
the  balance  sheet  is  found,  and  put  in  the  fifth  set  of 
columns,  so  that  the  sheet  now  contains  all  the  proc- 
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esses,  which  can  be  analyzed  in  any  way  desired,  with 
the  help  of  the  abstract  sheets  if  neeessarj'. 

The  abstract  sheets  can  be  made  to  contain  items  not 
on  the  ledger,  as,  for  instance,  accounts  payable  with 
the  disbursement  accounts  offsetting  them,  when,  as 
sometimes  happens,  the  books  are  kept  entirely  on  the 
plan  of  receipts  and  disbursements  and  nothing  is  en- 
tered on  them  until  it  is  paid,  and  yet  where  there  is 
available  a  hst  of  unpaid  liabilities. 

An  advantage  of  this  method  is  that  any  change 
made  in  the  hooks  back  of  an  audit  can  be  instantly 
detected  and  proved.  It  is  also  a  safer  plan  to  adopt 
when  the  auditor  does  part  of  his  work  in  advance  of  a 
closing  period  and  then  leaves  the  books,  resummg  his 
work  later.  Tliis  is  frequently  the  case  about  the  first  of 
January,  when  tlie  auditor  could  not  handle  the  usual 
annual  rush  of  work,  unless  he  was  able  to  do  part  of 
several  audits  in  December.  It  also  enables  him  at 
other  times  to  employ  otherwise  idle  days  in  abstracting 
parts  of  a  regular  audit  in  advance. 

As  the  columns  must  always  balance,  it  will  he  seen 
that  an  error  in  the  trial  balance  will  be  found,  unless 
it  occurs  in  the  accounts  receivable  or  payable,  which 
are  treated  by  totals.  A  similar  method  of  abstracting 
them  will  discover  errors  tliere  also,  as  already  indicated 
in  speaking  of  methods  of  finding  errors  in  trial  balances. 

However  the  preliminary  work  is  done,  when  the 
actual  scrutiny  of  the  books  is  finished,  the  auditor 
takes  the  results  of  liis  investigations  to  his  office  and 
thoroughly  studies  them.  In  order  to  have  these  in 
the  proper  condition  to  be  thoroughly  understood,  it  is 
necessary  that  he  should  have  made  proper  notes  of  the 
work  as  he  went  along,  and  it  is  better  always  to  have 
these  notes  on  the  same  sized  paper  as  those  containing 


the  schedules.  Many  assistants  fall  into  the  habit  of 
making  notes  on  ordinary  sheets  of  paper,  sometimes  of 
very  small  size,  which  are  apt  to  be  lost  or  mislaid,  and 
at  best,  are  not  suitable  for  filing  with  the  other  papers. 
The  notes  should  contain  everything  important,  includ- 
ing the  reconcihation  of  the  bank  account,  a  list  of 
vouchers  that  are  missing  or  not  properly  approved,  and 
a  notation  of  any  irregularities  to  which  attention  should 
be  drawn.  In  making  these  notes  it  is  imperative  that 
everything  be  plainly  stated,  leaving  nothing  to  the 
memory,  and  using  none  but  the  most  easily  understood 
abbreviations.  It  is  astonishing  how  much  a  man  can 
forget  in  a  verj'  short  time,  so  that  a  memorandimi 
which  was  very  clear  at  the  time  it  was  made  becomes 
absolutely  meaningless  after  the  lapse  of  even  a  few 
days.  It  is  still  more  important  when  the  report  to 
the  client  is  to  be  made  up  by  some  one  else  in  the  of- 
fice that  all  notes  shall  be  intelligible  in  themselves. 

152.  The  auditor's  rcjmrt. — With  all  the  data  before 
him  the  auditor  proceeds  to  make  up  his  report.  When 
it  is  to  be  submitted  to  men  who  know  little  of  the 
technicalities  of  bookkeeping,  the  report  should  be 
,  made  as  simple  as  possible,  and  the  salient  points 
1  brought  out  as  prominently  as  can  be  done.  In  order 
to  effect  tliis,  it  is  frequently  advisable  to  depart  from 
the  conventional  form  of  statement.  Many  business 
men  fail  to  grasp  readily  the  significance  of  a  profit 
and  loss  account  that  is  made  up  in  the  form  of  a 
balanced  table,  but  if  the  various  profit  items  are  listed 
and  the  total  carried  into  the  last  column,  and  the  dif- 
ferent expense  items  are  listed  and  the  total  carried 
out  and  deducted  from  the  total  profits,  they  under- 
stand it  at  once.  The  distinction  betiveen  the  different 
tables  of  a  revenue  account  can  be  shown  equally  as 
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well  as  in  the  more  formal  method.  The  sacrifice  of 
a  little  red  tape  is  a  small  price  to  pay  for  the  advantage 
of  having  a  report  that  any  one  can  miderstand  at  a 
glance,  even  if  he  knows  practically  nothing  about 
formal  accounts. 

In  the  letter  accompanying  the  report  there  should 
be  specific  mention  of  every  item  to  which  attention 
should  be  called,  and  a  recommendation  of  every  change 
in  methods  that  may  be  deemed  advisable,  or  else  a 
reference  to  them  as  having  been  taken  up  and  ex- 
plained verbally.  The  auditor  must  be  especially 
careful  to  call  attention  to  any  points  that  are  not  cov- 
ered by  the  examination,  and  to  any  infractions  of  the 
principles  of  correct  accounts.  Unless  he  thus  puts  . 
himself  on  record  in  writing,  there  is  apt  to  come  a  time  » 
when  he  is  called  upon  to  make  explanations  and  he  can 
do  so  much  better  if  he  can  refer  to  his  written  warn- 
ings, than  if  he  has  to  depend  on  his  client's  memory  as 
to  conversations. 

Some  auditors  burden  their  reports  with  an  im- 
mense amount  of  detail,  virtually  copying  all  their  notes, 
while  others  give  only  the  final  net  results  without  show- 
ing how  they  were  reached.  The  middle  course  would ! 
seem  to  be  the  best,  leaving  out  all  detail  that  is  not 
essential  to  a  clear  understanding  of  the  conditions,  but 
not  omitting  anything  that  will  lead  to  a  proper  com- 
prehension of  the  business  under  review  or  will  convey 
useful  information.  After  calling  attention  to  all  the 
important  items  that  are  shown  in  the  statements  sub- 
mitted, the  auditor  will  usually  find  that  he  has  noticed 
places  where  improvements  can  be  made  in  the  method 
of  the  accounts  or  in  the  office,  and  he  will  proceed  to 
recommend  them  to  any  extent  that  he  thinks  wise. 
He  will  do  well  to  confine  himself  to  only  a  few  of 
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the  most  important  points,  miless  he  has  been  requested 
to  propose  changes,  for  the  ordinary  office-man  is  very 
conservative  and  does  not  like  to  be  told  that  his  methods 
should  be  radically  changed. 

These  remarks  apply  to  the  ordinary  audit  which  has 
been  made  for  the  benefit  of  the  officers  and  directors 
of  a  company.  In  the  case  of  an  audit  made  for  publi- 
cation a  more  formal  certificate  is  given  by  the  auditor, 
certifying  that  he  has  examined  the  books,  accounts 
and  vouchers  and  has  prepared  the  revenue  account  and 
balance  sheet,  which  in  his  opinion  are  true  exhibits  of 
the  business  and  condition  of  the  company,  and  this 
may  be  qualified  by  stating  that  he  assumes  no  responsi- 
bility for  the  inventory,  except  that  he  believes  that  it 
was  taken  in  a  correct  manner. 


CHAPTER  XVII 

TESTIFYING 

153.  The  auditor  as  a  witness  in  court. — ^When  the 
auditor  has  finished  his  report,  he  is  sometimes  called 
upon  to  give  testimony  in  court  in  regard  to  it,  not  only 
in  criminal  cases,  but  often  in  support  of  his  client's 
claims  in  civil  suits.  His  attitude  as  a  witness  should 
be  as  a  strictly  impartial  judge  of  the  truth  as  he  finds 
it  in  the  accounts.  The  lawyer  opposed  to  his  client 
will  try  to  place  him  in  the  category  of  an  advocate, 
but  he  must  strenuously  deny  the  insinuation  and  assert 
that  his  findings  are  based  on  the  facts  as  they  are  and 
not  as  his  client  would  like  them  to  be.  He  must  tell  the 
truth  and  nothing  but  the  truth,  but  he  is  not  obliged  to 
tell  the  whole  truth,  except  in  response  to  direct  ques- 
tions ;  that  is,  he  is  not  expected  to  volunteer  any  infor- 
mation that  is  prejudicial  to  his  client's  interest. 

154.  Accountants'  distaste  for  testifying. — Many  ac- 
countants dislike  the  task  of  testifying,  even  in  simple 
cases,  and  will  get  out  of  it  if  they  can.  Even  clear 
thinkers  who  are  in  full  possession  of  all  the  facts  bear- 
ing upon  the  subject  and  who  could  lucidly  explain 
them  in  the  quiet  of  an  office,  utterly  fail  to  make  even 
the  simplest  point  clear  to  judge  or  jury.  This  may 
arise  from  a  too  technical  treatment  of  the  subject  that 
will  be  so  far  above  the  heads  of  any  but  experienced 
bookkeepers  that  not  a  sentence  is  grasped  by  court  or 
jury,  or  it  may  be  caused  by  too  great  an  eagerness 

183 


to  explain  all  the  steps  that  led  to  the  conclusion,  in- 
volving so  long  a  story  that  the  main  point  is  lost  in 
the  mass  of  words,  or  it  may  come  from  an  inability 
to  recognize  what  facts  are  really  important  and  hear 
directly  on  the  point  he  is  trj'ing  to  prove.  The  op- 
posing attorney  is  apt  to  intimate  that  the  auditor  is 
bringing  in  extraneous  matter  for  the  sake  of  clouding 
the  issue  or  of  manufacturing  evidence  that  does  not 
belong  to  the  case.  His  only  safety  lies  in  not  getting 
excited,  in  answering  deliberately  and  with  due  regard 
to  all  the  possible  meanings  of  bis  words,  and  in  not 
answering  any  question  until  it  is  clearly  put  and 
thoroughly  understood  by  judge  and  jury.  Many  at- 
torneys have  so  little  knowledge  of  accounts  that  they 
cannot  put  such  questions  properly,  and  tlie  witness 
often  sees  their  errors  but  cannot  correct  them,  except 
occasionally  by  restating  his  own  attorney's  question, 
prefacing  it  by  saying  "if  you  mean  so-and-so." 

155.  The  law  of  evidence. — The  auditor  should  have 
some  general  knowledge  of  the  law  of  evidence  so  as  to 
know  what  answers  are  admissible.  If  he  is  in  doubt 
he  should  always  wait  long  enough  before  answering 
to  allow  time  for  objection  to  the  question  and  if  his 
answer  is  interrupted  by  the  offering  of  an  objection 
he  should  at  once  cease  speaking  and  not  try  to  get 
in  his  answer  in  spite  of  it.  A  witness  who  has  a  fair 
idea  of  the  rules  of  evidence  can  usually  tell  whither  the 
questions  are  leading  him,  and  when  one  question  is 
asked  he  can  readily  surmise  what  the  next  one  will  be, 
and  will  have  time  to  prepare  for  it.  He  will  thus 
avoid  being  caught  in  any  trap  that  is  intended  to  dis- 
credit his  whole  testimony  by  leading  him  to  make  state- 
ments that  are  apparently  contradictory,  although  not 
really  so,  but  which  he  will  find  it  hard  to  reconcile  un- 
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less  his  own  attorney  is  so  thoroughly  posted  that  he  can 
extricate  him  by  proper  questions. 

156.  Methods  of  the  opposing  attorney. — Sometimes 
the  opposing  attorney  will  lead  a  witness  to  speak  of  his 
qualifications  as  an  accountant  with  a  view  to  making 
him  appear  so  conceited  that  the  jury  will  be  prejudiced 
against  him.  In  answering  as  to  his  experience  and 
qualifications  the  auditor  should  be  as  modest  as  his  bump 
of  self-esteem  will  allow  him  to  be,  never  volunteering 
any  remarks  about  important  cases  in  which  he  has  been 
employed.  He  can  leave  it  to  his  own  attorney  to  bring 
out  facts  enough  to  establish  his  reputation  on  a  proper 
basis.  This  leads  to  the  remark  that  it  is  important 
that  the  attorney  and  the  auditor  who  is  employed  by 
him  should  have  a  thorough  understanding  of  all  the 
points  that  are  to  be  brought  out,  and  the  way  in  which 
they  can  be  proved  in  the  simplest  possible  manner. 
Unless  the  attorney  does  thoroughly  understand  the  ac- 
counting side  of  his  case  the  auditor  is  liable  to  have 
a  difficult  and  thankless  task  before  him  when  he  enters 
the  witness  stand.  Many  attorneys  know  so  little  of 
accounts  that  they  blame  the  accountant  when  his  find- 
ings do  not  help  the  case  in  the  way  they  think  they 
should.  They  are  continually  discovering  the  most 
wonderful  evidence  from  a  cursory  survey  of  the  books 
and  when  the  accoimtant  tries  to  show  them  that  there 
is  nothing  suspicious  about  the  particular  entries  they 
have  unearthed,  they  think  he  has  become  disloyal  to  the 
client,  or  perhaps  that  he  has  been  influenced  by  friend- 
ship for  the  other  side,  possibly  by  something  more 
substantial. 

Above  all  things  the  auditor  should  keep  his  temper 
when  on  the  witness  stand.  Some  attorneys  delight  in 
saying  things  during  a  cross-examination  that  are  in- 
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system,  which  at  present  is  "under  a  cloud  by  reason 
of  having  been  too  often  seen  in  questionable  company," 
to  quote  from  a  recent  article  by  W.  H.  Koberts  in  the 
Auditor.  "It  has  been  used  and  abused  by  all  kinds 
of  office  supply  dealers,  furniture  makers  and  the  mail- 
order crowd  generally,  until  it  means  almost  anything 
from  a  set  of  copyrighted  follow-up  forms  to  a  stack 
of  vertical  files,  and  it  fails  to  convey  to  the  plain  busi- 
ness man  any  idea  of  the  service  which  the  auditor  is  able 
to  give." 

A  goodly  number  of  business  houses  have  been  the 
victims  of  some  of  these  so-called  systematizers  who  are 
more  anxious  to  find  a  customer  for  their  cabinets  or 
their  fancy  blanks  tiian  to  furnish  an  office  with  a  com- 
plete and  satisfactory  system  of  accounts.  j 

159.  A  system  should  fit  the  business. — The  auditor 
who  attempts  to  formulate  a  system  that  will  fit  the 
office  must  avoid  adopting  pet  methods  or  getting  into 
ruts,  for  if  he  does  he  will  find  himself  fitting  the  busi- 
ness to  the  system  instead  of  the  system  to  the  business, 
a  practice  which  is  said  to  be  the  greatest  fault  of  one 
of  the  largest  of  the  commercial  business  organizers. 
It  is  necessary  to  make  a  thorough  study  of  the  whole  1 
business,  in  all  of  its  departments,  and  then  carefully  I 
to  work  out  all  the  details  before  attempting  to  put  any 
of  them  into  practice.  Othenvise,  methods  may  be 
adopted  in  one  part  of  the  accounts  which  will  not  fit 
in  with  those  afterwards  adopted  in  another,  and  the 
result  will  be  confusion  in  both. 

It  is  just  as  well  not  to  state  what  one  expects  to  ac- 
complish until  the  whole  plan  is  outhned,  when  it  can 
be  submitted  in  a  general  way  to  the  client,  so  as  to 
obtain  his  co-operation  and  support,  for  without  these 
it  is  useless  to  attempt  anything.     There  is  sure  to  be 


opposition  on  the  part  of  some  foreman  in  the  work- 
shop, or  bookkeeper  in  the  office,  who  has  his  own  ideas 
as  to  how  things  should  be  done  and  who  will  resent 
any  attempt  to  change  his  methods.  With  the  positive 
backing  of  the  head  of  the  business  and  a  thorough 
mastery  of  the  problems  to  be  met  and  solved,  and  of 
their  best  solution,  the  auditor  must  formulate  his  plans 
and  then  carry  them  out  without  regard  to  opposition  of 
any  kind.  But  while  he  must  stand  firmly  for  his  own 
ideas,  he  need  not  antagonize  any  one  whom  he  can 
possibly  win  over  by  a  careful  presentation  of  the  merits 
of  the  new  methods.  It  is  well  to  listen  to  all  the 
advice  offered,  if  too  much  time  is  not  wasted  thereby, 
and  then  to  ignore  it  completely,  unless,  perchance, 
there  is  a  grain  of  information  to  be  gained  from  it, 

160.  System-making  demands  much  general  knowl- 
edge.— A  correct  system  of  accounts  usually  involves 
a  study  of  many  more  things  than  the  books.  It  is  nec- 
essary to  grasp  fully  the  whole  routine  of  the  business, 
so  that  the  information  that  finally  should  appear  on 
the  books  shall  get  into  the  office  in  the  right  shape  to 
be  properly  analyzed  and  collated.  This  will  mean  the 
installation  of  proper  methods  in  the  shops,  the  receiv- 
ing and  shipping  departments  and  all  other  places  in  the 
entire  establishment  where  goods  are  made  or  handled. 
In  fact,  every  feature  of  the  whole  business  should  be 
studied  with  a  view  to  improving  it.  A  recent  article 
in  the  Auditor  gave  an  instance  of  the  benefit  an  auditor 
can  render  even  in  regard  to  correspondence,  which 
would  not  ordinarily  be  considered  to  be  within  his 
province.  In  this  case,  the  auditor  noticed  letters  to 
jiarties  who  had  returned  goods,  in  which  they  were  told 
that  the  house  objected  to  taking  back  the  goods,  that 
they  had  been  shipped  according  to  orders,  that  they 
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were  high-grade  goods  and  so  on.  lie  plainly  told  the 
proprietor  that  this  was  bad  business,  that  by  forcing 
the  goods  on  the  unwilling  customers  he  miglit  save  the 
sale  of  that  particular  shipment,  but  that  he  was  sure 
eventually  to  lose  the  customer.  His  advice  stopped 
the  practice  at  once. 

161.  Cost  systems  the  ivork  for  specialists. — This 
whole  matter  of  system-making  is  becoming  a  specialized 
department  of  auditing,  especially   with  reference  to 

I  factory  costs.  It  is  a  very  large  subject  and  the  field 
is  practically  unlimited,  but  because  it  is  so  largely 
specialized,  it  is  not  necessary  for  even  the  professional 
auditor  to  master  it,  unless  he  intends  to  follow  that  line 
almost  exclusively.  If  he  is  able  to  institute  a  proper 
system  in  an  ordinary  office,  he  can  always  make  an 
arrangement  with  a  specialist  to  handle  the  intricate 
problems  of  a  cost  system,  if  such  comes  to  him  in  the 
course  of  his  regular  business.     For  this  reason  ques- 

I  tions  on  cost  systems  should  not  be  asked  in  the  C.  P. 

I  A,  examinations,  except  perhaps  in  the  most  general 
way.  Not  to  go  too  far  into  details,  therefore,  it  is 
sufficient  to  say  that  the  idea  of  a  cost  system  is  the 
placing  on  the  books  in  a  logical  way  the  results  of  the 
operations  in  the  factory  or  shop. 

Taking  the  item  of  labor,  for  instance,  we  find  on 
books  kept  according  to  the  old  methods  a  constantly 
increasing  debit  balance  in  the  labor  or  wages  account, 
which  does  not  disappear  until  it  is  charged  to  profit 
and  loss  at  the  end  of  the  year.  In  the  meantime  it 
remains  on  the  ledger  and  trial  balance  as  an  asset,  or 
at  least  on  the  asset  side.  Of  course,  everyone  knows 
that  there  is  no  such  tiling  as  labor  on  hand,  that  it  has 
all  gone  into  the  product  of  the  factory.  The  object  of 
the  cost  system  is  to  put  this  labor  into  the  output  on 
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the  books,  and  to  do  it  in  such  a  way  that  it  will  be 
charged  t*j  the  specific  process  into  which  it  has  gone. 

The  same  is  true  of  the  material  used.  The  result 
should  be  that  there  is  no  balance  in  the  labor  account, 
while  the  balance  of  tlie  material  account  or  accounts 
should  show  approximate  inventory  of  material  on  hand. 
The  account  with  the  output  sliould  show  the  amoimt 
of  material  used  and  of  labor  expended  on  each  class  of 
the  product,  more  or  less  subdivided,  according  to  the 
character  of  the  business  or  the  thoroughness  of  the  clas- 
silication.  The  amounts  chargeable  to  each  subdivision 
of  the  output  would  be  ascertained  by  a  proper  system 
of  time  cards  kept  by  the  workmen  themselves  or  by 
a  timekeeper,  and  by  an  adequate  system  of  storekeep- 
in^  to  take  care  of  the  issue  of  material.  Details  will 
necessarily  vary  with  the  character  of  the  business,  the 
amount  of  specialization  in  the  factory*  and  the  facU- 
iticN  for  gaining  the  information. 

The  dirc(;t  cost  will  be  entirely  covered  in  this  way, 
hut  there  still  remains  a  large  element  of  cost  which 
Uofs  not  enter  directly  into  the  product,  such  as  the 
labor  of  foremen  and  general  helpers,  as  well  as  what 
H  known  as  the  co-expense,  that  is  the  general  expense 
(if  tht*  whi)It*  business  including  rent,  insurance  and  of- 
Hw  sitlurics  and  expense,  or  at  least  such  portion  of  the 
latter  BM  is  not  considered  chargeable  to  selling  expense. 
To  allocate  these  exactly  to  the  different  parts  of  the 
lUltl'ut  would  almost  always  involve  too  intricate  a  cal- 
VKilwlion,  while  it  would  often  be  absolutely  impossible. 
They  Hit'  usually  distributed  on  the  basis  of  the  direct 
I  Ut'^Tt  «'>*!  sometimes,  when  the  system  is  not  pretend- 
Uiii  to  he  an  elaborate  one,  by  the  adoption  of  what 
U  tJ»lleii  uii  "arbitrary"  instead  of  a  calculation  each 
^j^  M»  the  ratio  of  the  direct  labor.    This  is  an  arbi- 
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trary  percentage  of  the  direct  labor  based  on  the  re- 
sults of  more  or  less  protracted  experience.  This  ia 
added  to  the  direct  cost  for  a  definite  period  long  enough 
to  test  its  accuracy  by  comparison  with  the  correspond- 
ing accounts  ivlien  it  is  readjusted  to  fit  the  actnal  con- 
ditions, until  it  has  become  so  nearly  accurate  that  it  can 
be  depended  upon  to  work  out  in  the  long  run.  There 
may  be  one  arbitrary  to  cover  all  tlie  indirect  cost,  or 
several  to  cover  subdivisions  as  the  business  may  de- 
mand. When  the  arbitrary  is  established,  it  is  possible 
to  ascertain  the  cost  of  any  part  of  the  product  so 
closely  that  it  is  virtually  exact,  and  can  safely  be  used 
as  the  basis  for  figuring  the  seHing  price. 

The  objection  is  often  made  by  manufacturers  that 
the  knowledge  of  tlie  cost  does  them  Uttle  good,  because 
the  selling  price  is  fixed  by  competition  and  they  can- 
not raise  it  in  any  given  instance  if  they  discover  that 
the  cost  in  that  instance  is  greater  than  they  had  sup- 
posed, but  the  objection  is  very  short-sighted,  for  the 
knowledge  that  one  class  of  their  output  is  unprofitable 
is  bound  to  be  valuable  to  them  if  for  no  other  reason 
than  that  they  can  instruct  their  salesmen  not  to  push 
the  sale  of  the  unprofitable  items,  but  to  devote  their 
energies  to  those  that  pay  better.  If  they  are  on  suf- 
ficiently friendly  terms  with  their  principal  competitors 
they  may  be  able  to  show  them  that  It  would  be  advis- 
able for  all  of  them  to  raise  those  particular  prices. 

In  instituting  a  cost  system  there  is  abundant  op- 
portunity fdr  the  exercise  of  ingenuity  in  the  devising 
of  methods  that  will  reach  the  desired  information  by 
the  least  expenditure  of  time  and  labor,  especially  in  the 
.  factory  itself.  It  will  not  do  to  ask  the  ordinary  fore- 
I  man  to  keep  an  elaborate  set  of  accounts.  All  the  data 
that  are  made  up  in  the  factory  should  be  made  as 
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simple  as  possible,  provided  they  contain  enough  in- 
formation to  enable  the  office  to  reach  the  desired  re- 
sults when  they  are  collated.  The  temptation  of  many 
auditors  is  to  make  the  system  so  elaborate  that  it  is 
clumsy  and  difficult  to  carry  out,  so  that  those  whose 
duty  it  is  to  attend  to  the  details  soon  find  the  work 
burdensome  and  allow  it  to  fall  behind,  with  the  re- 
sult of  bringing  discredit  upon  the  whole  system  and 
causing  it  to  be  abandoned.  This  is  especially  likely 
to  be  the  case  with  systems  inaugurated  by  those  so- 
called  accounting  companies  whose  principal  business 
is  the  manufacturing  of  stationery,  and  the  selling  of 
cabinets.  They  are  so  anxious  to  increase  the  sale  of 
their  commodities  that  they  multiply  blanks,  and  make 
the  whole  system  so  cimibersome  that  it  breaks  in  two 
from  its  own  weight. 

162.  Loose-leaf  books  and  cards. — The  auditor  is 
frequently  asked  his  opinion  of  the  advisability  of  using 
loose-leaf  books  and  card  ledgers.  He  will  often  find 
a  considerable  prejudice  against  them  in  the  minds  of  of- 
fice managers  and  occasionally  will  encounter  a  man  who 
goes  to  the  other  extreme  and  wishes  to  adopt  the  loose- 
leaf  plan  in  all  his  books.  The  advantages  of  this  kind 
of  ledger  are  so  well  known  that  they  hardly  need  to  be 
enumerated,  the  principal  ones  being  the  elimination  of 
all  dead  accounts,  the  keeping  together  of  all  the  pages 
of  each  account,  however  large  and  for  however  long  a 
time,  and  the  ability  to  keep  the  accounts  in  a  strictly 
alphabetical  order  so  as  to  do  away  with  the  necessity  of 
an  index.  As  the  ledger  is  not  a  book  of  original  entry 
and  is  not  admissible  as  evidence  in  court,  except  as  its 
j  entries  have  been  identified  with  those  in  the  original 
books,  there  seems  no  possible  objection  to  its  being 
in  loose-leaf  form.     It  would  appear  less  advisable  to 
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have  the  cash-book  take  this  shape,  and  auditors  usually 
advise  against  it,  as  there  is  too  much  opportunity  for 
manipulation  by  the  substitution  of  one  leaf  for  an- 
other. In  handling  the  sales  there  seems  no  better  plan 
than  the  making  of  a  carbon  duplicate  of  the  original 
sales  ticket,  filing  it  In  a  loose-leaf  binder  and  posting 
directly  from  it  to  the  customer's  account.  A  reca- 
pitulation sheet  is  provided  with  columns  for  the  dis- 
tribution of  the  sales  to  departments  if  the  business  is 
so  divided,  the  entry  on  this  sheet  being  identified  with 
the  sales  sheet  by  the  numbers  of  the  latter,  the  totals 
for  the  month  being  posted  to  the  credit  of  sales  account 
or  its  subdivisions. 

163.  Objection  to  the  card  ledger. — The  question  of 
the  advisability  of  the  card  ledger  baa  been  very  warmly 
debated,  the  principal  objection  to  it  being  the  danger 
of  losing  or  misplacing  a  card.  Where  one  man  does 
all  the  work,  there  does  not  seem  to  be  any  great  ad- 
vantage, if  any,  over  the  loose-leaf  ledger,  as  it  takes 
about  as  long  to  find  the  card,  take  it  out  of  the  drawer 
and  put  it  back  as  it  does  to  turn  up  the  account  in  a 
ledger  that  is  alphabetically  arranged.  Where  the 
bookkeeper's  time  is  valuable  and  he  has  a  cheap  as- 
sistant, there  is  possible  a  saving  of  valuable  time  by 
having  the  assistant  take  the  hook  of  original  entry 
and  pick  out  the  cards  on  which  entries  are  to  be  made, 
piling  them  up  jn  the  order  of  the  entries  on  the  book. 
The  bookkeeper  can  then  post  the  items  without  losing 
any  time  in  turning  up  the  accounts,  and  when  he  is 
through  with  them  the  cards  can  be  returned  to  the 
files  by  the  assistant. 

16Jf.  Modification  of  the  Boston  ledger. — A  modi- 
fication of  the  Boston,  or  progressive  ledger,  that  is 
often  advantageous,  can  be  made  by  the  use  of  the 
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loose-leaf  principle.  This  ledger  carries  each  account 
on  a  line  with  columns  for  each  month,  showing  the 
debits,  credits  and  balances  for  the  month.  It  is  usu- 
ally ruled  with  columns  for  a  year's  work  and  all  the 
names  are  transferred  to  a  new  book  at  the  end  of  the 
year.  The  objection  to  it  is  not  only  that  all  the  work 
of  transferring  the  names  is  crowded  into  one  month, 
but  that  there  is  a  waste  of  space  in  the  new  accounts 
from  one  set  of  columns  in  the  second  month  to  eleven 
in  the  last  month  of  the  year.  On  the  loose-leaf  plan 
the  new  accounts  each  month  can  be  started  in  the  first 
eoiunin  of  a  new  sheet,  the  only  precaution  necessary 
being  to  see  that  in  forwarding  totals  from  one  sheet 
to  another  they  get  into  the  right  columns.  As  the 
current  work  will  always  be  in  the  last  occupied  column 
on  each  sheet  there  is  very  little  danger  of  error.  In 
a  ledger  arranged  on  this  plan,  an  average  of  one- 
twelfth  of  the  accounts  will  reach  the  last  column  and 
require  to  be  transferred  each  month,  instead  of  all  of 
them  at  the  end  of  the  year.  As  a  new  month  is  started 
at  the  rear  of  the  ledger,  the  corresponding  month  of 
the  previous  year  can  be  taken  out  and  filed  in  the 
transfer  binder,  so  that  there  will  always  be  one  full 
year  in  the  ledger  and  no  more. 

The  greatest  objection  to  this  form  of  ledger  is  that 
it  is  not  elastic  and  there  is  no  way  of  providing  for  an 
increase  in  the  number  of  purchases  by  any  customer 
beyond  the  number  for  which  he  was  originally  given 
space.  The  billing  machine,  however,  does  away  with 
this  objection.  The  advantage  of  the  ledger  is  that  the 
total  debits  and  credits  of  the  month  can  be  separately 
proved,  and  that  the  trial  balance  proves  at  the  foot 
of  every  page.     Another  objection  is  that  a  customer's 
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aoocMint  is  strung  along  a  line  and  there  is  great  diffi- 
culty in  looking  up  any  past  item. 

165.  Veei  for  ingenuity. — The  auditor  should  avoid 
the  error,  as  we  have  already  pointed  out,  of  having  a 
pet  form  of  ledger  or  a  favorite  system  of  any  kind, 
or  he  will  fall  into  the  habit  of  trying  to  fit  the  busi- 
ness to  his  favorite  method  instead  of  adapting  methods 
to  the  necessities  and  best  interests  of  the  particular 
business  he  is  treating.  He  will  not  find  any  ledger 
or  any  system  of  blanks  that  will  be  the  best  for  all 
kinds  of  accounts,  but  must  exercise  his  judgment,  and 
will  sometimes  be  obliged  to  modify  his  ideas  to  meet 
the  prejudices  of  his  clients  in  matters  where  no  real 
principle  is  involved.  He  will  find  plenty  of  oppor- 
tunity for  the  exercise  of  ingenuity  in  devising  special 
forms  to  take  care  of  special  conditions  and  will  find 
this  one  of  the  most  fascinating  parts  of  his  work,  if 
he  has  any  talent  in  that  direction,  and  will  thoroughly 
enjoy  the  satisfaction  that  comes  from  the  successful 
solving  of  a  difficult  problem. 


CHAPTER  XVIII 

RESPONSIBILITY  OF  AN  AUDITOR 

166.  The  auditor's  duty  to  stockholders^  creditors  and 
investors. — The  position  is  sonotetiines  taken  by  a  pro- 
fessional auditor  that  he  is  responsible  only  to  the 
person  or  persons  employing  him.  This  is  occasionally 
true,  as  for  instance,  when  he  is  employed  simply  as 
an  assistant  to  the  president  or  secretary  of  a  company 
to  give  his  advice  in  regard  to  the  proper  tireatment  of 
some  or  all  of  the  accounts  in  a  report  which  will  be 
rendered  by  the  oflScer,  and  not  by  the  auditor.  In 
such  a  case  he  can  hardly  be  said  to  be  acting  as  an 
auditor  at  all,  and  since  he  does  not  give  any  certificate 
he  cannot  be  held  responsible  for  an3rthing  in  the  report, 
unless  it  can  be  distinctly  shown  that  he  agreed  to  it.  He 
should  be  very  careful  that  even  this  slight  connection 
with  the  matter  is  not  taken  advantage  of  by  the  of- 
ficer, who  may  incorporate  in  the  report  a  remark  that 
it  was  prepared  with  the  assistance  of  the  auditor  and 
thus  intimate  that  it  was  sanctioned  by  kdm. 

When  a  thorough  audit  has  been  made  and  a  certifi- 
cate given  of  the  revenue  account  and  the  balance  sheet, 
the  auditor's  responsibility  is  not  confined  to  the  board 
of  directors  or  the  officers  simply  because  they  were  the 
ones  who  authorized  the  work.  His  report,  as  a  rule,  is 
intended  for  the  information  of  the  stockholders,  of  the 
creditors  and  possibly  also  of  intending  investors.  It 
will  not  do  for  the  auditor  to  suppress  any  facts  be- 
cause they  are  well  known  to  his  direct  employers. 
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The  stockholders  are  entitled  to  a  full  knowledge  of 
the  condition  of  their  business,  including  such  a  state- 
ment of  its  operations  as  will  give  them  an  intelligent 
idea  of  its  true  earning  capacitj-.  They  cannot  them- 
selves gain  this  knowledge  hy  a  personal  examination 
of  the  accounts,  even  if  they  had  the  accounting  ability 
requisite  for  the  task.  They  must  depend  upon  the 
professional  auditor,  and  when  it  becomes  generally 
recognized  that  their  confidence  in  huu  will  not  be  mis- 
placed, a  long  step  will  be  taken  in  the  direction  of 
making  the  periodical  professional  audit  mandatory, 
either  by  law  or,  what  is  perhaps  better,  by  universal 
custom.  Therefore,  it  behooi-es  the  auditor  to  be  very 
careful  that  his  certificate  gives  the  actual  facts  as  far  as 
he  has  been  able  to  ascertain  them.  The  best  touch- 
stone he  can  apply  to  his  report  is  to  ask  himself  whether 
he,  if  he  were  a  stocklioldcr,  would  be  satisfied  with  it. 
If  he  feels  that  his  not  divulging  certain  facts,  known  to 
him  and  not  to  the  stockholder,  could  give  the  latter  the 
right  to  complain  of  his  action,  he  is  not  justified  in 
signing  such  a  rejjort. 

Mr.  A.  Lowes  Dickinson  sums  up  the  whole  matter 
when  he  says: 

It  may  bo  useful  to  shite  the  position  which  public  account- 
ants claim  to  take  up  in  giving  their  certificates.  Accounts 
should  show  the  actual  facts,  that  is  to  say  the  profits  stated 
should  bo  as  far  as  possible  the  actual  profits  earned  by  the  un- 
dertaking, and  the  wording  should  be  such  as  to  truly  and  cor- 
rectly describe  the  nature  of  the  various  items ;  the  balance  sheet 
should  show  the  true  value  of  the  assets,  or  where  that  is  not 
possible  or  expedient  in  the  interests  of  the  stockholders,  should 
state  tl«e  basis  oa  wliich  the  valuation  tlicrcof  is  taken,  and  the 
excess,  if  any,  over  actual  value ;  and  the  wording  adopted  should 
be  such  OS  would  esplain  to  any  reasonable  busiuess  man  the 
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nature  of  the  items  included  in  each  group  of  figures.  The 
accounts  are  those  of  the  directors,  and  they  are  necessarily  the 
final  arbiters  of  the  form  which  thoj  should  take.  But,  if  the 
independent  auditor  objects  to  any  of  the  items  as  not  heing 
properly  described,  or  to  the  statement  as  a  whole  as  not  showing 
the  true  profits  or  the  true  values  of  any  of  tlie  assets  or  habili- 
ties,  it  will  he  his  duty  to  quahfy  his  certificate  by  embodying 
his  objection  therein.  If  he  were  appointed  by  the  stockholders, 
it  would  be  his  further  duty  in  the  event  of  the  directors  de- 
clining to  affix  his  certificate  to  the  accounts,  to  take  the  earliest 
opportunity  of  communicating  his  views  directly  to  the  stock- 
holders. The  reason  of  this  attitude  is  that  the  corporation  is 
the  property  of  the  stockholders  and  not  of  the  directors  as 
Buch,  the  independent  auditor  being,  in  this  case,  the  representa- 
tive of  the  stockholders  to  carry  out  fully  the  inspection  of  the 
accounts  which,  in  a  private  partnership,  each  partner  would 
undertake  for  himself.  The  directors,  being  appointed  by  the 
stockholders  to  manage  the  undertaking,  are  entitled  to  state 
the  accounts  in  any  manner  they  think  fit  before  presenting  them 
to  the  auditor.  It  is  then  the  duty  of  the  latter  either  to  cer- 
tify that  the  statement  is  correct,  and  shows  the  true  financial 
position  of  the  corporation,  or  to  specify  in  wliat  particulars  it 
fails  to  do  so ;  the  stockholders  having  appointed  the  auditor  are 
entitled  to  know  his  opinion  as  the  result  of  his  investigation, 
and  he  is  therefore  boimd  to  report  to  thera  direct  if  the  directors 
refuse  to  transmit  his  report, 

167.  Special  Investigations. — Although  the  word 
audit  is  used  principally  in  regard  to  the  periodical  ex- 
aminations of  a  set  of  accounts,  it  also  covers  cases  of 
special  investigation  which  are  usually  undertaken  only 
once  in  connection  with  any  particular  concern.  These 
occasions  arise  when  several  companies  are  to  be  com- 
bined into  one,  when  a  purchase  of  a  business,  or  a  por- 
tion of  it,  is  contemplated,  or  whenever  it  is  necessary 
for  any  other  purpose  to  find  out  the  true  condition  of  a 
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business  at  any  specified  time.  The  scope  of  the  in- 
vestigation is  determined  by  the  character  of  the  in- 
formation that  is  desired  and  by  special  circumstances 
peculiar  to  each  case,  and  the  responsibility  assumed 
by  these  circumstances. 

When  acting  for  proposed  investors  of  capital  it 
makes  a  difference  whether  the  client  is  proposing  to  in- 
vest his  own  money  or  is  a  promoter  or  broker  who 
expects  to  induce  others  to  invest  theirs.  While  there 
is  responsibility  in  either  event,  it  is  not  so  great  in  the 
first  case  as  in  the  other.  When  acting  for  a  client  who 
proposes  to  invest  his  own  funds,  the  investigation  may 
be  very  greatly  limited  by  the  client's  own  knowledge 
of  tile  business  or  by  his  confidence  in  the  integrity  of 
the  seller.  His  instruction  to  the  auditor,  therefore, 
may  be  to  make  only  a  very  general  examination  of  the 
accounts. 

It  may  be  asked  why  any  examination  at  all  should 
be  made,  if  the  integrity  of  the  seller  is  unquestioned. 
The  reason  is,  because  there  are  many  ways  of  mis- 
stating facts  and  the  conclusions  that  may  be  drawn 
from  them  that  are  by  no  means  intentionally  dishonest 
or  misleading,  and  yet  these  may  be  as  disastrous  in 
their  effects  as  if  they  were  deliberately  intended  to  de- 
ceive. The  annual  statements  that  have  been  prepared 
by  the  bookkeeper  of  the  seller  may  have  been  made  up 
on  an  entirely  wrong  basis,  which  even  if  they  were  sat- 
isfactorily understood  by  the  seller  might  convey  an 
entirely  erroneous  impression  of  the  condition  and  ear" 
ing  power  of  the  business  to  the  intending  purclw 
Acting  on  his  client's  instructions,  the  auditor  ' 
confine  his  examination  largely  to  the  methods 
by  the  bookkeeper  in  preparing  his  statements 
and  his  balance  sheet,  with  special  reference  to 
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dples  followed  in  setting  up  depreciation  and  other 
reserves  and  in  the  valuation  of  stock  on  hand  and  other 
assets.  He  could  assume  the  clerical  accuracy  and  hon- 
esty of  the  accounts  as  taken  for  granted. 

In  his  report  to  his  client  he  should  be  careful  to 
specify  the  limited  nature  of  his  investigation,  quoting 
the  express  instructions  given  to  him  as  the  cause  of 
the  limitation.  Otherwise  he  is  liable  to  be  blamed  for 
liaving  made  too  superficial  an  examination,  if  it  turns 
out  that  the  client's  confidence  in  the  integrity  of  tlie 
seller  was  not  justified,  or  if  for  any  other  reason  the 
investment  should  result  in  loss.  He  may  not  be  able 
to  recall  to  his  client's  memory  the  limited  nature  of 
the  instructions;  wliich  would  almost  certainly  have  been 
largely,  if  not  entirely,  verbal. 

If  the  client,  even  when  he  is  investing  his  own  funds, 
is  a  person  of  httle  or  no  experience  in  business  matters, 
the  auditor  should  not  be  content  to  take  instructions 
from  him,  if  in  the  auditor's  judgment  they  preclude 
liim  from  taking  up  phases  of  the  investigation  which 
may  seem  to  be  vitally  important.  He  should  point 
out  to  his  client  the  necessity  of  the  more  extended  ex- 
amination, and  if  his  advice  is  not  followed  he  should  In 
his  report  call  specific  attention  to  the  omission. 

168.  Great  responsibility  connected  with  a  merger. — 
A  much  greater  responsibility  rests  upon  the  auditor 
when  he  is  employed  by  a  broker  or  promoter  to  inves- 
tigate the  affairs  of  several  concerns  that  are  to  be  con- 
solidated or  merged  into  a  new  company  whose  stock 
is  to  be  offered  for  sale  to  the  general  public  on  the 
faith  of  his  certificate  incorporated  in  the  prospectus. 

Unless  the  auditor  has  a  sufficiently  long  and  inti- 
mate acquaititance  with  the  promoter  to  inspire  him  with 
uitire  confidence  in  his  integrity,  he  should  very  care- 
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^te  his  character  and  antecedents.     While 

Hilar  is  concerned  only  with  the  facts  disclosed  by 

■   -Ui^Tilions,  there  is  danger,  in  dealing  with  an 

iipuious  promoter,  that  some  of  the  facts  may;  be 

Hfuily  concealed. 

:  may  !«  equally  important  to  inquire  as  to  the 
Bracter  of  the  parties  selling  their  enterprises,  if  they  ■ 

:  to  dispose  of  them  entirely,  and  also  concem- 
;  their  reasons  for  selling.  While  there  are  plenty 
f  legitimate  reasons  why  a  person  might  wish  to  retire 
irely  from  a  business,  the  auditor  should  take  es- 
cial  care  under  such  circumstances  to  see  that  there 
i  no  hidden  reasons  for  selling,  such  as  a  steadily  de- 
Rflining  business  or  some  new  conditions  in  the  trade 
that  will  make  the  business  suddenly  unremunerative. 
An  unscrupulous  owner  of  such  a  business  might  so 
manipulate  things,  in  anticipation  of  a  sale,  as  to  lead 
an  auditor  to  give  a  more  favorable  report  than  be 
would  have  done  if  his  suspicions  had  been  aroused. 

The  character  of  the  owners  of  a  business,  and  of 
the  business  itself,  is  sometimes  of  importance  to  the 
auditor  when  he  is  not  asked  to  give  a  certificate  of 
condition  or  of  earning  power,  but  an  apparently  in- 
nocent statement  that  the  books  are  correctly  kept. 
For  instance,  the  promoters  of  a  get-rich-quick  enter- 
prise might  induce  a  reputable  auditor  to  examine  their 
books  periodically  and  certify  simply  to  their  clerical 
aecuracy  and  then  publish  a  statement  that  his  accounts 
svCTe  reguliu-ly  audited  by  Mr.  Blank,  the  well-known 
accoimtant.  Nine  out  of  ten  people,  seeing  this  state- 
ment would  interpret  it  to  mean  an  endorsement  of  the 
whole  scheme  by  the  auditor.  The  auditor  should  not 
allow  his  name  to  be  used,  even  in  this  limited  way,  in 
connection  with  anything  that  is  likely  to  be  fraudulent. 
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amounts  paid  for  executive  salaries,  for  salesmen's  sal* 
aries  and  expenses  in  competitive  territory,  and  any 
other  items  which  may  be  affected  by  the  consolidation. 
The  directors  or  promotors  can  then  use  these  facts  to 
show  that  large  economies  may  be  made  by  the  reduction 
in  the  number  of  executive  officers,  of  salesmen,  and  so 
on.  As  long  as  the  auditor  is  honestly  quoted  and  a 
fair  use  is  made  of  his  facts,  he  is  not  concerned  with 
the  deductions  made  from  them. 

171.  Respormbility  for  accuracy. — In  regard  to  the 
responsibility  of  the  auditor  for  the  accuracy  of  his 
report,  an  English  court  decision  says : 

An  auditor  is  not  bound  to  do  more  than  exercise  reasonable 
care  and  skill  in  making  inquiries  and  investigations.  He  is  not 
an  insurer,  he  does  not  guarantee  that  the  books  do  correctly 
show  the  true  position  of  the  company's  affairs,  he  does  not  even 
guarantee  that  his  balance  sheet  is  accurate  according  to  the 
books  of  the  company.  If  he  did,  he  would  be  responsible  for 
error  on  his  part,  even  if  he  were  himself  deceived  without  any 
want  of  reasonable  care  on  his  part,  say,  by  the  fraudulent  con- 
cealment of  a  book  from  him.  His  obligation  is  not  so  onerous 
as  this.  Such  I  take  to  be  the  duty  of  the  auditor ;  he  must  be 
honest,  i.  e.,  he  must  not  certify  what  he  does  not  believe  to  be 
true,  and  he  must  take  reasonable  care  and  skill  before  he  be- 
lieves that  what  he  certifies  is  true.  What  is  reasonable  care  in 
any  particular  case  must  depend  on  the  circumstances  of  that 
case.  Where  there  is  nothing  to  excite  suspicion  very  little  in- 
quiry will  be  reasonably  sufficient,  and  in  practice,  I  believe, 
business  men  select  a  few  cases  at  haphazard,  see  that  they  are 
right,  and  assume  that  others  like  them  are  correct  also.  Where 
suspicions  are  aroused  more  care  is  obviously  necessary,  but  still, 
an  auditor  is  not  bound  to  exercise  more  than  reasonable  care 
and  skill,  even  in  case  of  suspicion. 


In  another  case  it  was  said : 

Auditors  must  not  be  made  liable  for  not  tracking  out  in- 
genious and  carefully  laid  scliemcs  of  fraud  when  there  is  noth- 
ing to  arouse  their  suspicion,  and  when  these  frauds  arc  per- 
petrated by  tried  servants  of  the  company,  and  are  undetected 
for  years  by  the  dirtctors.  So  to  hold  would  make  the  position 
of  an  auditor  untenable. 

At  the  same  tinie  it  has  heen  held  by  a  court  that  "it 
is  the  duty  of  an  auditor  of  a  company's  accounts  not 
to  confine  himself  to  verifying  the  arithmetical  accuracy 
of  the  balance  sheet,  but  to  inquire  into  its  substantial 
accuracy,  and  to  ascertain  that  it  contains  the  partic- 
ulars specified  in  the  articles  of  association,  and  is  prop- 
erly drawn  up  so  as  to  contain  a  true  and  correct  report 
of  the  state  of  the  company's  affairs." 

Again,  another  j  udge  said : 

The  auditor's  business  is  to  ascertain  and  state  the  true  Snau- 
cial  position  of  the  company  at  the  time  of  the  audit,  and  his 
duty  is  confined  to  that.  But  then  comes  the  question:  How 
is  be  to  ascertain  that  position?  The  answer  is:  By  exanun- 
ing  tlie  books  of  the  company.  But  he  docs  not  discharge  his 
duty  by  doing  this  without  inquiry,  and  without  taking  any 
trouble  to  see  that  the  books  themselves  show  the  company's  true 
position.  He  must  take  reasonable  care  to  ascertain  that  they 
do  so.  Unless  he  does  this,  his  audit  would  be  worse  than  an 
idle  farce. 

While  these  decisions  somewhat  limit  the  responsi- 
bility of  the  auditor  he  should  not  try  to  evade  a  just 
responsibiUty  imder  the  plea  of  having  followed  instruc- 
tions, nor  allow  himself  to  grow  careless  in  his  ideas  as 
to  what  constitute  reasonable  care  and  skill. 

172.  LojiaUy  to  his  profession  and  to  his  client. — As 
a  professional  man  the  auditor  should  not  be  deterred 
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by  the  fear  of  losing  his  chent  from  giving  advice  in 
regard  to  enlarging  the  scope  of  the  work  to  be  done 
if  he  thinks  the  instructions  given  him  were  inadequate. 
He  had  better  decline  to  do  the  work  at  all  tlian  to  at- 
tempt to  do  it  when  hampered  by  instructions  that  in 
liis  judgment  will  prevent  proper  justice  being  done 
to  his  client.  Above  all,  he  should  not  allow  himself 
to  be  influenced  by  the  inadequacy  of  his  remunera- 
tion when  he  has  made  a  contract  for  a  fixed  price  and 
finds  that  he  has  underestimated  the  time  necessary  to 
carry  it  out.  It  is  his  duty  to  give  his  client  the  best 
service  that  he  is  capable  of  rendering,  and  he  is  not 
true  to  proper  professional  standards  if  he  does  not  do 
so,  regardless  of  any  personal  pecuniary  loss  that  may 
ensue.  The  interests  of  the  client  must  always  be  par- 
amount. 

173.  Respormhility  for  the  iiaorh  of  assistants. — In 
an  investigation  of  any  considerable  size,  it  is  manifestly 
impossible  for  an  individual  auditor  to  do  all  the  work 
himself.  He  must  delegate  a  large  part  of  it  to  assist- 
ants. This  does  not  relieve  the  auditor  from  personal 
responsibility,  for  it  is  his  duty  to  employ  only  such  as- 
sistants as  can  be  thorouglily  relied  on,  and  to  exercise 
such  a  super^nsion  over  them  as  will  ensure  the  proper 
carrjing  out  of  his  instructions.  For  this  reason  he 
should  have  a  staff  trained  by  hunself  and  familiar  with 
his  methods,  sufficiently  large  to  enable  him  to  have  at 
least  one  man  on  each  set  of  accounts  that  he  is  ex- 
amining, if  that  is  possible;  and  if  a  sudden  rush  of 
work  should  mate  it  necessary  to  employ  entirely  new 
outside  men,  he  should  assign  them  to  the  least  im- 
portant part  of  the  whole  work,  and  then  watch  them 
much  more  closely  than  he  does  his  regular  force.  This 
organization  of  an  office  will  necessitate  the  employment 


of  a  larger  permanent  staiF  than  can  be  kept  constantly 
employed,  unless  arrangements  are  made  with  regular 
clients  whereby  their  audits  can  be  made  continuous. 

In  order  to  avoid  assuming  this  responsibility  for 
others,  some  auditors  prefer  to  do  no  more  work  than 
they  can  personally  attend  to,  with  the  assistance  of  one 
or  two  persons  working  with  them.  But  such  men  will 
never  attain  any  high  position  in  the  profession  and  will 
have  no  time  for  study  and  research.  By  a  proper  sys- 
tem of  reports  by  the  assistants  and  a  proper  method 
of  doing  the  actual  work,  the  principal  can  be  kept  in 
as  complete  touch  with  the  work  of  his  assistants  as  if  he 
had  personally  inspected  the  books  and  made  the  notes 
himself.  Of  course,  the  more  thoroughly  trained  the 
assistant  is,  the  less  will  be  the  necessity  for  supervision 
of  his  work,  but  it  should  never  be  omitted  altogether, 
even  in  the  case  of  a  regular  periodic  audit,  which  has 
been  repeated  so  many  times  that  the  work  is  almost 
perfunctory. 

174.  Danger  of  excessive  confidence  in  persons. — The 
auditor  must  be  careful  not  to  allow  his  opinion  of  the 
man  whose  accounts  he  is  examining  to  warp  his  judg- 
ment. He  is  hable  to  become  so  accustomed  to  finding 
the  accounts  in  perfect  condition  that  he  is  lulled  into  a 
feeling  of  security  and  will  allow  some  point  to  remain 
unguarded  through  carelessness  or  a  feeling  of  perfect 
confidence  in  the  man  he  is  auditing.  While  it  is  dif- 
ficult sometimes  not  to  become  thoroughly  convinced  of 
the  trustworthiness  of  a  man  with  whom  one  is  brought 
into  frequent  contact  in  a  friendly  way,  it  is  a  danger- 
ous frame  of  mind  to  get  into  and  may  lead  to  disastrous 
consequences.  It  is  the  same  mistake  that  many  em- 
ployers make,  and  against  which  the  auditor  is  sup- 
I  posed  to  guard  them.     It  is  a  little  awkward  sometimes 
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to  seem  to  be  too  particular  in  asking  for  explanations 
from  a  man  whom  one  does  not  really  suspect  of  any 
wrong,  but  it  is  better  to  seem  too  inquisitorial  than  to 
run  the  risk  of  having  to  acknowledge  tiiat  one  has  failed 
in  one's  full  dut^. 


CHAPTER  XIX 

CHARACTERISTICS  OF  THE  ACCOUNTANT 

175.  The  power  of  analysis. — Whether  a  young  man 
should  be  advised  to  enter  the  profession  of  account- 
ancy depends  altogetlier  on  the  characteristics  of  the 
man  himself.  It  is  not  everyone  who  can  make  a  good 
accountant  any  more  than  everyone  can  make  a  good 
lawyer  or  physician.  One  of  the  very  first  requisites 
is,  of  course,  a  mathematical  mind,  and  tliat  phrase  im- 
plies much  more  than  that  a  man  should  be  quick  at 
figures.  He  must  he  able  to  see  the  fundamental  prin- 
ciples underlying  mathematical  calculations,  in  other 
words  to  know  the  "why"  of  every  mathematical  process 
with  wliich  he  is  liable  to  be  brought  in  contact. 

Closely  allied  with  tliis  is  the  power  of  analysis, 
which  will  enable  him  to  go  to  the  bottom  of  a  problem 
or  a  situation  and  see  clearly  what  are  its  constituent 
parts,  which  of  them  are  essential  and  wliich  are  merely 
fortuitous.  He  must  be  able  to  see  the  relations  be- 
tween different  parts  of  a  business  and  how  one  part 
affects  anotlier  and  to  recognize  the  inevitable  result  of 
a  ^ven  line  of  action.  Perhaps  the  best  instance  of 
this  power  of  analysis  is  seen  in  a  rule  recently  enunci- 
ated in  the  Chicago  Banker,  by  which  a  bank  officer  can 
detect  "kiting"  on  the  part  of  a  depositor.  It  is  "that 
a  man's  bank  movement  cannot  be  greater  than  his  total 
sales."  The  only  deposits  that  a  man  in  ordinary  busi- 
ness can  make  must  be  the  proceeds  of  sales,  as  he  has 
no  other  legitimate  source  from  wliich  to  get  money. 
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If,  then,  his  sales  amount  to  $300,000  a  year  and  Iiis  total 
deposits  of  currency,  checks,  drafts  and  customers*  notes 
amount  to  $500,000  during  the  same  time,  the  absolutely 
necessary  deduction  must  be  made  that  $200,000  of 
these  deposits  are  fictitious  and  consist  of  exchanged 
checks,  drafts  or  notes,  or  in  other  words,  "kites."  Yet 
very  few  bank  officers  are  capable  of  applj-ing  this  sim- 
ple reasoning  to  the  accounts  of  tlieir  customers,  until 
it  is  explained  to  them,  although  they  are  all  anxious  to 
ascertain  the  existence  of  the  pernicious  practice  of 
"kiting"  and  to  put  a  stop  to  it. 

If  the  prospective  accountant  desires  to  take  up  the 
department  of  "factory  costs,"  he  must  be  able  to  un- 
derstand quickly  all  the  various  processes  of  manufac- 
turing, so  far  at  least  as  to  grasp  the  relative  im- 
portance of  each  to  the  other  and  to  the  finished  product. 
It  is  not  necessary  for  him  to  have  a  practical  knowl- 
edge of  all  the  details  of  the  various  processes,  but  he 
should  have  a  good  idea  of  the  fundamental  principles 
involved. 

176.  Practical  experience  must  supplement  academic 
training. — The  man  adopting  accountancy  as  a  profes- 
sion will  find  out  that  wliile  an  academic  or  theoretical 
knowledge  of  the  science  of  accounting  is  a  valuable 
thing  to  have,  he  must  supplement  it  by  a  longer  or 
shorter  course  of  actual  work,  so  as  to  gain  the  practical 
experience  in  the  application  of  his  theoretical  knowl- 
edge. Tliis  is  true,  however,  of  any  profession.  The 
best  way  to  obtain  tliis  practical  experience  is,  of  course, 
to  ally  himself  with  an  established  accountant  who  will 
always  be  ready  to  give  him  all  the  aid  he  can  in  ex- 
plaining the  problems  with  wliich  he  has  to  grapple. 
If  he  has  the  natural  characteristics  that  fit  him  for  the 
work,  he  will  find  that  Iiis  progress  will  be  rapid  and 
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that  it  will  not  be  long  before  he  will  take  rank  as  a 
senior  accountant,  to  be  sent  out  in  charge  of  work,  vir- 
tually as  an  independent  man  relying  on  his  own  re- 
sources, with  the  office  to  fall  back  on,  if  he  comes  across 
anything  that  he  does  not  feel  himself  thoroughly  com- 
petent to  deal  with.  The  next  step  would  be  to  set  up 
for  himself,  or  to  become  a  junior  partner  in  an  estab- 
lished firm,  usually  the  one  with  which  he  has  been  con- 
nected. 

177.  The  tcork  interesting  and  varied. — He  will  find 
that  his  work  as  an  auditor  will  be  interesting  on  ac- 
count of  its  varied  character.  He  is  constantly  meeting 
new  people  and  new  conditions.  There  is  none  of  the 
'^demnition  grind"  about  his  occupation,  for  one  day  he 
may  be  investigating  a  small  retail  store  and  the  next 
a  large  railway  company.  He  is  obliged  to  familiarize 
himself  with  all  classes  of  business  and  to  learn  more 
or  less  of  all  kinds  of  processes.  He  learns  a  great 
many  trade  secrets  even  where  they  may  be  in  actual 
violation  of  such  laws  as  the  Pure  Food  acts.  He  finds 
out,  for  instance,  when  he  proposes  to  institute  a  plan 
for  ascertaining  the  relative  cost  of  making  different 
kinds  of  fruit  jellies  that  there  is  absolutely  no  diflFer- 
ence  between  them  except  the  labels  on  the  jars  and 
that  they  all  cost  the  same.  He  will  be  sent  to  all  parts 
of  the  country,  with  his  expenses  paid  at  the  best  hotels, 
and  will  probably  be  well  treated  by  the  people  to  whom 
he  is  accredited. 

178.  Many  business  men  unaware  of  the  auditor's 
importance. — He  will  find  that  the  field  for  the  exercise 
of  his  talents  is  practically  unlimited,  and  that  the''  ap- 
preciation of  his  sen-ices  is  growing  constantly  and  at 
an  increasing  rate.  But  he  will  meet  with  many  dis- 
appointments, for  he  will  find  that  it  is  uphill  work  to 
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educate  the  ordinary  business  man  to  a  proper  sense  of 
the  benefits  to  be  derived  from  a  scientific  treatment 
of  his  accounts  and  of  his  office  methods.  The  man  who 
wiU  welcome  any  suggestion  in  regard  to  better  ma- 
chinery in  his  factory  and  will  go  to  almost  any  expense 
to  expedite  the  work  there,  will  not  be  able  to  see  that 
it  is  worth  while  to  spend  even  a  small  amount  to  per- 
fect the  work  in  his  office,  but  will  be  content  to  do 
things  the  way  his  father  and  grandfather  did.  One 
satisfactory  feature  of  the  situation,  however,  is  that 
when  a  man  is  once  convinced  that  the  accountant  has 
rendered  him  invaluable  service,  his  conversion  is  com- 
plete and  he  becomes  an  enthusiastic  advocate  of  new 
accounting  methods  and  is  always  ready  to  introduce 
the  accountant  to  his  friends  and  to  recommend  his  em- 
ployment. 

Since  the  establishment  of  the  diflFerent  societies  of 
accountants  in  the  various  states  there  has  been  very 
little  jealousy  among  the  diflFerent  members  of  the  pro- 
fession, and  a  feeling  of  mutual  helpfulness  has  been 
developed,  which  is  extended  to  the  new  men  entering 
the  profession  from  time  to  time.  There  is  plenty  of 
room  for  all  who  are  determined  to  do  good,  honest 
work,  and  the  older  accountants  are  ready  to  give  every 
assistance  to  active,  progressive  men,  who  give  promise 
of  developing  into  thoroughly  competent  members  of 
the  prof  ession. 
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CHAPTER  XX 

THE  CONDUCT  OF  AN  AUDIT 

179.  The  preUminary  step. — ^In  describing  the  proper 
way  to  conduct  an  audit  there  will  naturally  be  many 
points  repeated  that  have  already  been  treated  of. 
Their  repetition  will  do  no  harm  if  it  serves  to  impress 
them  more  firmly  on  the  mind. 

In  a  first  audit  a  general  study  of  the  whole  business 
must  be  made,  so  that  all  its  peculiarities  will  be  thor- 
oughly imderstood.  Notes  should  be  taken  of  the 
principal  points  in  the  articles  of  partnership  or  of  as- 
sociation, the  different  duties  assigned  to  partners,  or 
to  oflScers,  and  any  other  points  which  would  aflFect  the 
conduct  of  the  business.  A  sketch  should  be  made  of 
the  character  of  the  business,  the  articles  manufactured 
or  dealt  in,  the  methods  of  recording  transactions,  with 
special  reference  to  the  presence  or  absence  of  internal 
checks  on  the  accuracy  of  the  accounts,  both  in  regard 
to  those  dealing  with  cash  and  those  that  record  the 
movement  of  material  and  goods  from  the  time  they  are 
received  imtil  they  are  finally  shipped  out.  In  doing 
this,  there  will  necessarily  have  to  be  made  a  list  of  the 
books  that  are  in  use,  and  of  the  persons  who  are  au- 
thorized  to  receive  or  pay  money,  sign  checks  and  ap- 
prove vouchers  and  to  order  goods.  The  authority  ex* 
ercised  by  these  persons  may  be  derived  from  the  articles 
of  partnership,  the  by-laws  of  a  company  or  the  resolu- 
tions of  its  board  of  directors,  or  may  have  developed 
gradually  by  virtue  of  undisputed  custom,  without  any 
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formal  grant.  With  these  data  well  in  mind,  and  with 
a  general  idea  of  the  customs  that  prevail  in  the  par- 
ticular line  of  husiness  engaged  in>  he  will  be  able  to 
conduct,  not  only  the  first,  but  all  subsequent  audits 
in  such  an  intelligent  manner  that  his  report  wUl  furnish 
much  more  valuable  information  to  his  client  than  the 
mere  facts  that  his  books  are  in  balance  and  that  all 
the  money  received  has  been  satisfactorily  accounted 
for.  ^ 

180.  Proving  the  cash  balance. — In  proceeding  to  the 
actual  work  of  an  audit,  the  first  step  would  be  to  prove 
the  cash  balance.  As  it  is  seldom  possible  to  verify 
the  cash  at  the  point  where  the  cash-book  has  been  footed 
in  ink  and  ruled  off,  the  auditor  should  add  all  the  col- 
umns  of  the  cash-book,  copying  the  totals  in  his  notes 
to  be  again  compared  with  the  cash-book  at  the  next 
audit.  He  should  see  that  there  were  no  checks  in  the 
cash  that  did  not  represent  entries  in  the  cash-book, 
and  should  list  all  due-bills  and  other  non-cash  items, 
lie  should  have  the  hank  account  balanced  and  verified 
at  that  time  and  should  prove  it  back  to  the  reconcilia- 
tion made  at  the  end  of  the  period  covered  by  the  audit. 
The  accuracy  of  the  receipts  shown  by  the  cash-book 
for  more  or  less  consecutive  days  can  be  verified  by 
obtaining  from  the  bank  copies  of  the  deposit  slips  for 
those  days  and  comparing  them,  item  by  item,  with  the 
entries  in  the  cash-book.  The  disbursements  must  be 
verified  IJy  comparing  the  items  in  the  cash-book  with 
the  cheeks  and  witli  the  vouchers,  seeing  that  the  latter 
are  properly  approved  and  that  they  are  supported  by 
invoices  slipwing  the  receipt  of  the  goods  or  by  evi- 
dences of  services  having  been  rendered.  In  a  col- 
umnar cash-book  special  care  must  be  taken  to  scruti- 
nize all  items  of  any  considerable  size  that  appear  in  the 
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columns  devoted  to  any  expense  account.  In  general, 
any  unusual  or  extraordinary  payment  or  receipt  should 
be  carefully  noted,  and  if  any  payment  is  of  such  a 
nature  that  it  should  not  be  allowed  unless  authorized 
by  tlie  directors,  reference  should  he  made  to  the  min- 
utes to  ascertain  whether  proper  authority  for  the  entry 
is  to  he  found  there. 

181.  Importance  of  the  journal  entries. — Some  au- 
ditors seem  to  think  that  the  journal  needs  but  a  per- 
functory scrutiny-  It  is  so  easy  to  make  a  journal 
entry  take  the  place  of  cash  that  has  been  abstracted 
that  it  is  important  that  competent  authority  should 
be  produced  for  any  journal  entry  involving  more  than 
trivial  amounts,  which  affect  any  of  the  profit  and  loss 
accounts.  If  there  is  a  charge  in  the  journal  to  any 
partner  or  officer,  his  approval  should  he  written  by 
him  either  on  the  journal  itself  or  on  the  journal- 
voucher,  if  such  vouchers  are  used. 

182.  Purchaaes  and  sales  must  he  on  the  books. — The 
purchase  and  sales  books  should  be  examined  to  see 
that  the  proper  returns  of  purchases  and  sales  are  made 
by  each  department;  that  the  Invoices  are  properly  en- 
tered and  are  checked  as  to  quantities  and  prices  by 
the  proper  persons.  As  far  as  possible,  it  should  he 
ascertained  that  all  liabilities  for  goods  purchased  are 
on  the  books  and  that  no  sales  are  recorded  that  have 
not  been  shipped,  or  at  least  segregated  from  the  in- 
ventory. Unless  there  Is  a  proper  system  in  the  re- 
ceiving room,  it  may  not  be  possible  to  detect  omitted 
liahiUties  at  the  time,  but  they  can  be  found  out  later 
by  noting  the  dates  of  the  bills  paid  subsequent  to  the 
audit,  and  if  any  of  them  are  dated  prior  to  the  end  of 
the  period  covered  by  the  audit,  ascertaining  whether 
they  had  been  included  in  the  outstanding  liabilities  at 
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that  time.  Bills  payable  that  have  not  been  entered 
on  the  books  can  not  be  discovered  if  their  proceeds  have 
been  credited  to  the  personal  account  of  an  officer  or 

.  partner  as  a  cash  payment,  unless  there  are  charges 
for  interest  paid  at  dates  when  no  note  transactions  ap- 

'pear  on  the  books.  The  auditor  is  pot  blameable  for 
not  discovering  such  undisclosed  liabilities,  unless  some 
such  clue  is  to  be  found  in  the  books. 

183.  Method  of  checking  disbursement  vouchers. — 
When  checking  the  vouchers  for  disbursements,  the  au- 
ditor should  always  mark  each  voucher  with  his  initials 
in  ink  or  with  a  special  rubber  stamp,  or  both,  so  that 
it  will  be  impossible  to  pass  the  same  voucher  twice  or 
run  the  risk  of  having  a  different  voucher  substituted 
after  the  audit.  It  is  impossible  to  obtain  satisfactory 
vouchers  for  individual  items  on  a  pay-roll  unless  it 
is  paid  by  giving  a  bank  check  to  each  man.  Ordi- 
narily the  auditor  must  be  satisfied  with  knowing  that 
sufficient  internal  checks  on  its  accuracy  exist,  from  its 
having  been  made  up,  checked  and  paid  by  so  many 
persons,  and  in  such  a  way,  that  it  would  require  col- 
lusion between  two  or  more  to  perpetrate  a.  fraud.  In 
auditing  the  petty  cash,  the  auditor  can  hardly  expect 
to  find  satisfactory  vouchers  for  small  items,  such  as 
carfare,  but  his  experience  will  soon  teach  him  to  judge 
whether  the  items  are  reasonably  correct. 

184.  Verification  of  securities,  etc. — Notes  receivable 
should  be  inspected  by  the  auditor  or  evidence  of  their 
being  out  for  collection  obtained  from  the  banks  or  other 
collecting  agencies  in  whose  hands  they  may  be.  Bonds, 
mortgages,  and  other  securities  should  be  verified  by 
actual  inspection.  If  it  is  necessary  to  verify  the  owner- 
ship of  land,  it  is  not  sufficient  in  this  coimtry  to  in- 
spect deeds  to  the  property.     It  is  necessary  to  ex- 


sei4 


columns  devoted  to  ar 
any  unusual  or  extraor^ 
be   carefully  noted,  n 
nature  that  it  should 
by  the  directors,  refV 
utes  to  ascertain  \vh  ' 
is  to  be  found  there. 

181.  Importance 
ditors  seem  to  thiif 
functory  scrutiny. 
entry  take  the  pi:f 
that  it  is  ini])()ri; 
be  produced  for  . 
trivial  amounts.  . 
accounts.    If  ^i 
partner  or  olll. 
him  either  or 
voucher,  if  si 

182.  Pwn 
purchase  ai 
that  the  i)r< 
by  each  (1< 
tered  and 
the  proj)r 
ascertain< 
on  the  b« 

not  been  " 

ventory. 

ceiving 

liabilitic 

by  noii^  .    *" 

audita  ; 

the  p(  ■  -^ 

they  h 


>«•«> 


.1  :::i:  clear  title 
':'  uiti  be  care- 
_   --vendibility  he 
.   r  .  uii  a  scrutiny 
.    i:e  method  of 
.  _•    iin  the  articles 
-.    :  iiaking  it  up, 
.    -s  and  not  of- 
:iii;iit  be  teni2)tcd 
.^.^r  n  the  prices  by 
^     .2  ae  invoices  show- 
_    :.  .  "jt  Jiventory  should 

.^  %..?•.'  j-t'ount/' — It  is  not 
^jxi.  nacjunts  receivable. 
.^  :  >  jnly  necessary  to 
^  .    jh?  correct,  and  then 
ix  customers'  ledger 
-.UL  :it  jiilances  sho^vn  at 
^  jcrftaining  whether  the 
it  j'jatroUing    account. 
^  i;> .»!  Jtx  or  more  month's 
>  let  necessary  to  do 
^iiH>?  with  the  controlling 
e^  iucy  to  find  the  differ- 
:ti  je  50. 
,.rit  iW  '^^  account — In 
preparing  a  profit  and 
rji^  auilitor  should  note 
>^  oad  been  made  for  wear 
.^4  wtd  itt  adequate  reserve  set 
^  leocs.    He  should  also  cal- 
st  jct?Jtwts*  the  amount  of  dc- 
,  ^iii  things  as  unexinred  in- 


a% 


THE  CONDUCT  OF  AN  AUDIT  817 

surance  and  interest  paid  in  advance,  and  of  accrued 
liabilities,  not  yet  due,  for  such  things  as  bond  interest 
and  taxes. 

187.  The  balance  sheet. — In  the  balance  sheet  assets 
subject  to  depreciation  should  be  shown  at  their  full 
value,  with  the  reserve  deducted  from  them  and  the 
net  amount  carried  out.  The  same  treatment  should 
be  given  to  the  capital  stock  if  there  is  any  treasury 
stock  or  unissued  stock  on  hand.  Accountants  differ  as 
to  whether  a  balance  sheet  should  be  made  up  with  the 
most  liquid  assets  first,  proceeding  gradually  to  the  most 
fixed,  or  whether  the  order  should  be  reversed.  Which- 
ever plan  is  adopted,  both  sides  of  the  balance  sheet 
should  follow  the  same  rule. 

188.  'Advantages  of  the  abstracting  method. — The 
abstracting  method  of  verifying  the  accounts  of  a  busi- 
ness has  been  sufficiently  described  in  the  foregoing 
pages.  It  necessarily  proves  the  additions  of  all  ab- 
stracted columns  and  all  the  postings  to  the  general 
ledger.  All  other  columns  should  be  added  by  the  au- 
ditor, or  at  least  such  frequent  tests  made  as  to  amount 
to  the  same  thing.  It  is  not  usually  necessary  to  add 
both  the  total  and  the  distributive  columns  in  such  a 
book  as  a  purchase  register,  but  it  would  be  necessary 
to  verify  the  additions  of  any  columns  representing  cap- 
ital expenditures,  as  well  as  to  verify  the  nature  of  the 
items. 

189.  Essential  features  must  he  covered. — Each  au- 
ditor is  liable  to  have  his  peculiar  methods,  and  each 
concern  that  is  audited  is  liable  to  have  peculiarities  that 
will  need  special  treatment.  The  only  point  that  the  au- 
ditor should  be  absolutely  sure  of,  is  that  he  covers  every 
essential  feature  of  the  work  so  thoroughly  that  there 
will  be  no  danger  of  anything  having  been  overlooked. 


PART  II:  COST  ACCOUNTS 

CHAPTER  I 

INTRODUCTION 

1.  General  explanation  of  factory  cost  accounting. — 
Cost  accounting  is  that  branch  of  accounting  through 
which  is  obtained  detailed  information  of  manufactur- 
ing activities,  or  cost  of  manufacture,  to  guide  the  gen- 
eral as  well  as  the  minor  administrative  policies  and 
to  provide  a  means  of  determining  a  basis  on  which 
sales  may  profitably  be  made. 

Modem  business  life,  with  its  extraordinarily  keen 
competition,  has  forced  contractors  and  manufacturers 
to  adopt  methods  to  disclose,  more  minutely  and  with 
greater  precision  than  formerly,  the  cost  of  production. 
The  procedure,  it  is  frankly  admitted,  may  be  overdone 
and  the  business  may  often  be  over-systematized,  as  will 
be  shown  by  concrete  illustrations  hereafter.  In  fact, 
a  critical  study  of  the  conditions  prevailing  in  the  great 
manufacturing  establishments  results  in  the  conviction 
that  great  dangers  are  to  be  apprehended  in  connection 
with  systems  that  are  too  complicated,  not  being  sys- 
tematic and  giving  records  that  confuse  instead  of  en- 
lighten. 

2.  Relative  value  of  cost  accounting  systems. — ^With 
diflFerent  manufacturing  organizations  the  nature  of  the 
detailed  information  required  will  differ  to  such  an  ex- 
tent as  to  justify  the  statement  frequently  made  that 
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the  conclusions  of  the  cost  accountant  are  valueless  sep- 
arated from  the  particular  problem  which  he  has  had 
under  consideration. 

The  manager  of  a  small  plant  will  be  satisfied  to 
know  rougldy  the  cost  of  articles  produced,  so  he  may 
reckon  the  general  basis  upon  wliich  it  is  profitable 
to  sell  the  product,  and  be  able  to  compare  the 
efficiency  of  the  men  or  machines  during  different 
periods.  Those  in  charge  of  larger  operations  desire 
that  their  cost  systems  shall  show  the  exact  results  of 
purchasing  the  material,  locate  and  expose  imnecessary 
losses,  and  supply  suitable  statements  of  the  progress 
of  the  manufacturing  departments.  Great  corpora- 
tions may  have  several  departments  of  the  same  general 
nature,  and  by  comparing  the  cost  sheets  from  each, 
the  management  can  readily  tell  the  comparative  effi- 
ciency of  tliose  in  charge  of  the  work.  By  tracing  the 
differences  in  cost  of  the  same  product,  process,  or  op- 
eration the  cause  of  such  differences  may  be  revealed. 
>  A  cost  system  properly  administered  should  reveal 
the  inefficient  department  management,  the  uneconom- 
ical process,  or  provide  for  suggestions  for  new  equip- 
ment or  for  a  change  in  the  handhng  of  the  old  equip- 
ment. Even  when  the  expenditure  cannot  he  reduced 
by  the  cost  system,  the  knowledge  of  the  exact  cost 
would  be  advantageous  and  an  intelligent  guide  to  the 
sales  department.  The  author  beUeves  that  in  the  ma- 
jority of  plants  there  are  leaks  that  a  proper  system  and 
thorough  organization  would  at  once  hr'mg  to  light; 
and  it  is  a  very  common  experience  that  the  elimination 
of  leaUs  so  disclosed  very  often  results  in  making  the 
dividends  once  regarded  as  satisfactory  look  inappro- 
priate. 

8.  Necessary  standards  of  systems. — The  competent 
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manager  desires  to  possess  some  reasonable  standards 
of  general  efficiency  for  the  plant  and  once  such  stand- 
ards are  properly  established,  the  discovery  of  the  cause 
of  the  discrepancy  between  them  and  the  actual  results 
will  be  the  subject  of  constant  effoi't.  This  difference 
must  he  due  to  errors  in  plans  of  organization  and  to 
the  methods  of  administration. 

How  may  the  necessary  standards  be  established? 
By  a  simple  system  of  analyzing  and  stating  costs  for 
a  single  task  for  man  or  machine,  or  for  a  combination 
of  both  for  any  period,  or  for  all  the  work  of  a  section 
or  department,  or  for  a  whole  plant  when  such  costs 
have  been  obtained  for  several  previous  periods,  we  can 
obtain  tlie  standards  in  conjunction  with  the  actual  ob- 
ser^'ation  of  the  work  in  hand.  When  such  standards 
are  once  obtained,  a  proper  factory  system  will  permit 
parallel  statements,  the  actual  cost  side  by  side  with  the 
standard.  The  whole  organization  plan  is  indeed  thug 
illuminated  and  a  measure  is  taken — a  test  applied— 
which  will  result  in  a  recognition  of  every  economy,  and 
therefore,  in  an  effective  effort  to  accomplish  proper  re- 
sults. Everyone  contributing  to  results  is  held  respon- 
sible and  knows  what  is  exijccted  of  liim,  for  he  is  di- 
rectly connected,  through  the  cost  system,  with  the  brain 
center  of  the  business. 

4.  Purpose  of  cost  accounting  systems, — The  ordi- 
nary classification  of  costs  depends  upon  the  purpose 
for  wliich  each  system  is  installed.  It  must  be  men- 
tioned in  this  connection  that  the  nature  of  the  informa- 
tion desired  will  differ  not  only  with  the  size  of  the  bus- 
iness, but  also  with  the  nature  of  the  product.  The 
whole  structure  of  a  system  must  be  built  upon  a  defi- 
nite purpose.  "What  information  do  we  want  through 
this  system?"  is  the  first  question  when  we  encounter 
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the  problem  of  the  installation  of  a  system.  Then  comes 
the  question:  "How  do  we  get  the  information?" 

We  may  enumerate  generally  several  classes  of  cost 
systems: 

(a)  One  in  which  the  records  are  kept  according  to 
order  numbers,  a  cost  recapitulation  sheet  being  kept 
for  each  separate  order.  Under  general  conditions  of 
manufacturing  it  is  imperative  to  know  the  cost  of  pro- 
duction for  each  job  or  lot.  The  contractor  must  know 
exactly  tlie  conditions  under  which  he  should  enter  into 
a  contract,  and  the  statistics  of  the  cost  of  the  same  or 
similar  work  wUl  aid  him  greatly  in  his  decisions  as  to 
the  present  and  future. 

(h)  One  in  which  the  records  are  kept  according  to 
departments  of  production.  The  conception  and  ad- 
ministration of  a  depai"tment  is  different  in  different 
establishments.  In  case  the  organization  provides  that 
each  department  manufactures  goods  differing  from 
the  output  of  tlie  others,  each  is  similar  to  an  inde- 
pendent factory  finishing  a  special  product.  Often 
a  department  is  organized  to  embrace  a  group  of 
related  processes  and  operations  where  it  requires 
various  departments  of  this  nature  to  complete  the 
product. 

(c)  One  in  which  the  records  are  kept  not  by  depart- 
ments, hut  subdivided,  conforming  to  the  ^'arious  parts 
of  an  article  of  production.  To  illustrate:  Machines 
may  be  composed  of  many  parts  and  it  may  be  impos- 
.sible  to  determine  the  exact  cost  of  the  whole  machine 
without  an  analysis  of  the  cost  of  its  parts.  The  com- 
parison of  the  cost  sheets  for  varying  periods  is  valu- 
able only  when  the  details  are  given.  By  an  elaborate 
record  the  cost  of  each  operation  on  each  piece  may  be 
known.     In  many  lines  of  manufacture  such  records 
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are  considered  too  elaborate,  the  administrative  advan- 
tage being  too  slight  to  justify  the  expenditure. 

5.  Unit  cost  system. — Let  us  take  the  department  of 
the  first  class.  We  desire  to  know  the  general  efficiency 
of  the  department,  and  also  the  cost  per  unit  of  pro- 
duction. Tiie  comparison  of  cost  departmental  sheets 
for  different  periods,  or  those  from  similar  departments 
at  different  locations,  allowing  for  varying  conditions 
for  the  same  period,  will  yield  valuable  information. 
In  order  that  such  comparison  may  be  effective,  tlie  cost 
sheet  should  be  so  ruled  that  the  items  of  cost  will  be 
grouped  according  to  the  analysis,  and  provision  should 
be  made  for  a  summary  of  the  result.  It  should  also 
provide  for  a  record  of  the  quantity  of  goods.  The  total 
of  the  cost  in  the  particular  department  is  divided  by 
the  quantity  produced.  This  is  sometimes  called  the 
"Unit  System"  because  the  burden  of  the  whole  de- 
partment or  the  factory  is  divided  according  to  the  unit 
basis  as  per  ton,  per  gross,  or  per  barrel.  This  method 
is  often  not  only  generally  profitable  but  m  fact  indis- 
pensable in  flour  mills,  steel  mills,  cotton  mJUs,  coal 
mines,  etc. 

6.  Department  costs. — Next  we  will  consider  the  de- 
partment organized  to  embrace  a  group  of  related 
processes.  Here  also  the  management  desires  to  have 
disclosed  the  efficiency  of  departments,  and  separate 
cost  sheets  will  be  kept  for  each.  The  cost  sheet  must 
be  ruled  so  that  the  compiled  or  accumulated  costs  of 
each  process  or  operation  may  be  indicated.  It  will 
also  contain  a  record  of  the  quantity  of  work  passing 
through  the  department  according  to  the  unit  of  meas- 
urement. The  cost  of  material  plus  labor  turned  over 
to  the  department  from  which  it  came,  added  to  the  cost 
incurred  in  the  department  now  responsible,  will  con- 
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stitute  the  total  cost  of  production  of  the  goods  turned 
over  to  the  department  to  wliich  it  goes.  This  total 
cost  divided  by  the  quantity  of  production  will  give  the 
cost  per  unit,  which  is  made  up  of  the  combined  eosta 
of  processes  or  operations. 

7.  Dangers  encountered  in  installation. — Often  cost 
system  campaigns  end  in  failure.  Managers  are  often 
reluctant  to  incur  an  increased  cost  in  order  to  effect 
direct  supervision  through  a  cost  system.  Failure  is 
frequently  due  to  the  inefficiency  of  the  cost  accountant, 
or  to  his  inability  to  install  a  plan  that  will  secure  im- 
mediate practical  results.  The  professional  account- 
ant may  forget  that  liis  first  duty  is  to  provide  not  what 
he  thinks  the  management  ought  to  want,  but  the  in- 
formation the  client  himself  needs  in  solving  the  factory 
problem. 

On  the  other  hand,  it  is  the  height  of  folly  for  a  man- 
ufacturer to  inaugurate  a  cost  system  unless  he  is  pre- 
pared to  expend  time,  thouglit,  and  money  to  secure  its 
accuracy  and  general  efficiency.  A  rough  and  ready 
system  may  be  instituted  with  inconsiderable  expense, 
but  because  of  its  incompleteness  the  accuracy  or  inac- 
curacy of  its  results  can  never  be  determined  until  it  is 
too  late  to  apply  the  remedy.  It  is  a  dangerous  but 
common  practice  for  the  manufacturer  to  place  reli- 
ance on  a  system  so  loose  and  slipshod  as  to  be  entirely 
misleading. 

Too  much  emphasis  cannot  be  placed  upon  the  de- 
tailed study  of  the  particular  problem  in  hand  before 
an  endeavor  is  made  to  apply  a  cost  system.  Weeks 
and  montlis  of  intensive  study  may  be  an  economical 
investment  of  time  and  money  as  a  prerequisite,  and  as 
a  proper  preparation  for  a  determination  as  to  the  basis 
of  the  system  to  be  used.     This  feature  of  manufac- 
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taring  cost  accounting  will  be  dealt  with  in  other  chap- 
ters, but  it  is  emphasi/£cl  here  to  put  the  student 
investigator  particularly  on  his  guard  against  a  natural 
tendency  to  apply  a  remedy  based  upon  inadequate 
study  of  the  subject-matter. 

8.  Necessity  for  knoxvledge  of  exact  coats. — As  we 
have  already  mentioned,  a  cost  system  is  intended  to 
aid  the  manufacturer  or  contractor  to  gauge  intelli- 
gently the  amount  of  profit  which  may  be  secured  in 
connection  with  the  enterprise  under  consideration  and  to 
fix  a  price  for  the  article  to  be  sold.  Such  a  system  will 
also  be  a  help  in  determining  the  quantity  and  value  of 
the  work  to  be  performed,  either  in  connection  with  ma- 
chinery, or  independently  thereof,  in  connection  with  bids 
to  be  made,  or  contracts  to  be  awarded  in  competition. 
It  is  universally  conceded  that  some  sort  of  an  adequate 
cost  system  is  absolutely  necessary  for  the  successful  con- 
duct of  a  factory.  It  is,  therefore,  somewhat  of  a  shock 
to  students  of  commercial  life  to  observe  in  these  days 
of  generally  improved  business  methods  that  a  large 
proportion  of  those  competing  for  trade  do  not  know 
the  cost  of  doing  tlie  business. 

Special  investigation  which  the  author  has  made  in 
preparation  for  this  volume  has  resulted  in  the  convic- 
tion that  90  per  cent  of  the  smallest  manufacturers  have 
no  conception  of  the  cost  of  the  completed  article  except 
insofar  as  it  affects  the  larger  items  of  direct  labor  and 
raw  material.  All  students  and  writers  on  this  subject 
agree  that  it  was  perhaps  unnecessary  and  inadvisable 
under  conditions  which  formerly  prevailed  for  much 
time,  money,  and  thought  to  be  given  to  this  subject. 
In  pioneering  days  in  manufacturing  occupations,  the 
conditions  of  competition  were  not  so  severe.  Those 
conducting  the  business  operations  could  determine  in 
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a  rough  way,  not  only  the  elements  of  outlay  necessary 
and  appropriate  in  connection  with  their  own  affairs, 
but  that  of  their  nei^bors'  and  competitors',  and  "near 
enough'*  was  the  rule.  In  the  absence  of  statistics 
something  akin  to  intuition  was  the  guide,  and  exactness 
was  the  exception.  If  the  business  was  profitable  it  was 
generally  so  manifestly  profitable  that  the  question  of 
boundaries  of  profitability  and  definite  determination 
of  fair  profits  seemed  a  waste  of  time. 

9.  Value  of  specific  information. — ^In  manufacturing 
accounts  we  examine  not  so  much  the  ultimate  figures 
which  majr  be  affected  unfavorably  by  commercial  con- 
siderations (quite  outside  the  manufacturing  operations 
proper)  as  the  means  and  methods  which  have  led  up 
to  these  results.  It  is  manifestly  injudicious  to  deal 
with  lump  simis  and  to  leave  unrecorded  for  the  purpose 
of  comparison  the  intricate  details  of  daily  work:  those 
so-called  trifles  which  by  reason  of  being  repeated  day 
by  day  form  so  large  a  proportion  of  the  total  expendi- 
ture of  effort,  time,  and  money  and  the  neglect  of  which 
too  often  neutralizes  all  the  advantages  of  careful  or- 
ganization in  other  directions.  Indeed  it  is  a  very  com- 
mon misconception  that  prevails  with  reference  to  spe- 
cific information  of  this  sort  in  connection  with  all  lines 
of  commercial  activity. 

Proper  administrative  and  executive  control  cannot 
be  exercised  unless  the  various  elements  are  disclosed 
by  adequate  information.  For  example,  the  general 
manager  of  one  railroad  property,  before  decisions  may 
be  given  respecting  important  matters,  demands  that 
most  particular  and  definite  information  be  placed  be- 
fore him  respecting  past  operations  in  connection  with 
the  same  subject  matter.  A  proposition  may  be  pre- 
sented involving  the  character  of  the  ballast  to  be  used 
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and  material  for  culverts  and  bridges,  character  and 
type  of  signal  service,  electric  devices  in  operation  at 
various  points,  and  the  manager  demands  for  his  intel- 
h'gent  enlightenment  and  guidance,  not  only  the  expe- 
rience of  others,  but  the  experience  of  his  own  particular 
road  in  connection  with  the  matters  involved.  How 
long  certain  material  has  served  the  corporation,  whether 
its  life  is  proportionate  to  its  cost,  whether  the  service 
is  adequate  when  compared  with  the  service  obfeained 
from  other  material  and  in  connection  with  similar 
operations — tliese  are  material  questions. 

The  various  tj'pes  of  managerial  minds  demand 
information  of  differing  character.  One  official  will 
consider  the  propositions  and  pass  upon  them  upon  in- 
formation that  another  would  consider  ridiculously  in- 
adequate. Some  men  arrive  at  a  conclusion  instanta- 
neously by  a  sort  of  divination  or  intuition,  while  others 
work  over  the  elements  and  statistics  with  tlie  greatest 
care  and  much  deliberation,  requiring  information  of  the 
most  minute  and  precise  character.  Therefore,  systems 
must  be  planned  to  meet,  so  far  as  may  be  reasonable 
and  expedient,  the  needs  of  the  administrative  head, 
the  personality  of  the  management  being  higldy  im- 
portant in  connection  with  this  subject. 

10.  Necessity  for  close  analysis  and  interpretation  of 
expenditures.— General  managers  often  affect  an  atti- 
tude of  despising  cost  accounting  data  and  from  long 
experience  may  have  acquired  a  general  knowledge 
which  enables  them  to  give  quick  offliand  decisions,  but 
the  experience  upon  wliich  they  base 
judgments  may  nevertheless  have  bee' 
combination  of  shop  work  and  knowJ 
tistics.  Many  veterans  in  control 
mit  themselves  to  be  flattered 
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erring  character  of  their  intuition  in  matters  affecting 
scientific  costs,  and  oppose  reasonable  provisions  for 
accumulating  proper  factory  accounts.  In  this  way 
they  unwittingly  sacrifice  the  best  good  of  the  enter- 
prise for  tlie  sake  of  calling  attention  to  their  own  su- 
perior gifts  in  the  line  of  curbstone  opinions  constituting 
perhaps  remarkably  accurate  guessing.  Modern  or- 
ganization insists  on  doing  away  with  the  necessity  of 
guessing.  "Where  various  classes  of  things  are  being 
simultaneously  made,  something  more  accurate  than 
practical  instinct  is  desirable  as  a  guide  when  it  is  nec- 
essary to  decide  which  line  it  will  pay  to  exploit  com- 
mercially to  the  greatest  degree."  In  a  very  small  un- 
dertaking this  really  very  small  instinct  which  men 
possess  may  be  sufficient,  but  the  moment  the  work  gets 
too  large  in  volume  for  all  these  minute  details  to  be 
carried  in  one's  head,  then  the  necessity  for  a  close 
analysis  and  interpretation  of  expenditures  becomes 
marked. 

11.  Processes  and  procedure  to  he  abandoned. — In 
connection  with  new  processes  under  consideration  for 
adoption,  a  proper  system  of  cost  accounting  is  par- 
ticularly valuable.  Conditions  are  now  such  in  busi- 
ness circles  that  turns  must  be  made  quickly,  and  proc- 
esses and  procedure  that  were  considered  satisfactory 
and  adequate  yesterday  must  be  abandoned  to-day,  and 
something  new  substituted.  What  shall  be  substituted? 
is  the  enquiry.  The  new  material  that  is  to  take  the 
place  of  the  old  is  in  itself  a  particular  problem. 

The  treatment  of  the  material  under  to-day's  condi- 
tions is  another  special  question,  the  determination  of 
which  results  in  success  or  failure.  The  machine  that 
is  to  take  the  place  of  the  old  one  to  be  abandoned  is 
I  problem,  and  the  work  of  that  old  macliine,  and  what 
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it  has  done  in  connection  with  its  combination  with 
direct  labor,  is  to  be  compared  with  the  performance  of 
the  new  machinery  under  consideration.  Problems  of 
this  nature  arise  in  a  modern  business  so  rapidly  as  to 
tax  the  resourcefulness  of  the  management  to  the  great- 
est possible  extent  and  the  adequacy  or  inadequacy  of 
the  data  furnished  by  the  cost  accounting  system  de- 
termines the  success  or  failure  of  tlie  work.  A  cost 
system  is  necessary  even  when  the  market  price  is  defi- 
nitely fixed  or  at  least  limited  by  competition. 

12.  Cost  accounting  systems  in  coal  mining. — Let  us 
consider,  by  way  of  illustration,  the  situation  that  pre- 
vails in  relation  to  coal  mining  in  lUinois,  The  market 
price  on  lUinois  coal  is  fixed  by  competition,  we  will  say 
for  example  at  $2  per  ton  in  cars  on  track  at  Chicago. 
This  is  not  necessarily  the  price  to  retail  dealers  but  to 
the  wholesale  or  jobbing  trade.  The  operator  of  coal 
mines  must  produce  the  coal  and  sell  it  at  that  price  in 
Chicago  or  not  enter  the  market  at  all.  If  he  not  only 
mines  but  sells  it  at  retail,  that  is,  in  less  than  carload 
lots,  he  is  in  reaUty  engaged  in  retailing  with  all  of 
its  perils,  and  must  sustain  the  retailers'  expenses  and 
risks.  Thus  the  wholesale  basis  is  the  proper  one  for 
illustrative  purposes.  Included  in  the  selling  price,  are 
the  freight  rates  from  the  producing  point  to  the  Chi- 
cago market,  the  selling  expenses,  etc.,  also  the  various 
elements  of  the  complete  mining  cost  wliich  must  be 
rigidly  analyzed. 

First,  there  is  the  mining  rate,  or  price  per  ton  paid 
to  the  operatives  or  "diggers"  who  separate  the  coal 
from  the  vein  in  the  mine  by  pick  or  machine  work  com- 
bined with  the  operation  of  blasting  with  explosives, 
load  it  into  mine  cars  to  be  transported  through  the 
mine  passages  or  undergi-ound  nmways,  to  the  "cage" 
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or  hoist,  thence  to  be  raised  to  the  surface  and  dumped 
over  screens  into  the  railway  cars. 

In  addition  to  the  mining  rate,  there  is  the  cost  of  this 
underground  hauling  and  that  of  raising  the  material 
to  the  earth's  surface,  the  cost  of  unproductive  labor  in 
rock  on  the  "roof"  and  "bottom"  of  the  "room"  in  the 
niine,  this  "unproductive"  woi"k  being  necessary  for  the 
conduct  of  the  mine.  That  is,  the  roof,  or  rock  over- 
head must  he,  in  many  cases,  taken  down  or  "brushed" 
to  provide  working  space  in  thin  coal  measures  to  enable 
the  miners  to  get  the  coal  out  to  the  best  advantage. 
What  would  he  true  in  case  of  very  thin  veins  of  coal 
would  be  more  or  less  necessary  in  the  case  of  tliicker 
veins.  There  would  in  any  case  be  extra  work  in  the 
shape  of  labor  in  going  through  certain  irregular  for- 
mations or  "faults"  in  the  coal  vein;  there  would  be 
props  or  timbers  necessary  to  keep  the  rock  from  fall- 
ing in  upon  the  operatives.  These  supports  would  vary 
more  or  less,  depending  upon  the  "integrity  of  the  roof 
material"  and  the  character  of  mineral,  rock,  or  soil  be- 
tween the  coal  and  the  surface  of  the  earth.  There 
would  also  be  various  supplies  or  materials,  such  as  the 
powder  necessary  for  miners'  use  in  separating  the  coal 
from  the  mass  underlying  the  surface  and  powder  or 
other  explosives  required  for  driving  additional  passage- 
ways in  the  mine,  or  blasting  "off  the  sohd." 

There  would  be  also  the  services  of  superintendents, 
foremen,  and  others  working  by  the  month  or  by  the 
day,  not  directly  in  aid  of  the  production  of  any  partic- 
ular ton  of  coal  but  generally  in  aid  of  the  operation  of 
the  mine.  There  would  be  various  general  and  inci- 
dental expenses  indirectly  affecting  but  not  specifically 
chargeable  to  the  production  of  any  particular  ton  of 
coal  that  must  be  sold  at  the  $2  assumed  wholesale  price 


INTRODUCTION  881 

in  Chicago.  In  otlier  words,  the  staple  price,  which  is 
made  ahnost  necessarily  uniform  by  competition,  in- 
cludes many  items  that  are  not  readily  discoverable. 

In  general,  it  may  be  said  that  the  cost  would  be  first, 
labor  directly  applied  to  the  production;  second,  mate- 
rial directly  applied  to  the  production;  third,  material 
that  may  be  eitlier  directly  or  indirectly  applied  in  aid 
of  production — for  example,  the  timbers  or  "props"  re- 
ferred to  may  be  furnished  for  a  mine  and  labor  may  be 
required  to  fit  those  timbers  to  the  use  in  supporting 
the  roof,  and  this  may  not  have  a  direct  application  to 
a  particular  unit  of  production  and  may  be  aiding  in 
the  production  of  many  thousands  of  tons  of  coal  that 
will  be  marketed  in  the  future.  For  the  mine  oper- 
ators, or  proprietors  to  say  that  tlie  expense  of  any  of 
these  items,  however  insignificant,  is  a  matter  of  un- 
concern to  them,  would  indicate  a  feebleness  of  intellect 
justifying  an  expectation  of  ultimate  bankruptcy,  if  not 
immediate  insolvency. 

13.  The  situation  possible  if  there  are  two  coal  mines. 
— Suppose,  for  example,  that  the  mine  operator  has 
two  mines,  producing  coal  and  forwarding  it  to  market. 
The  mining  rate,  we  will  say  by  way  of  illustration, 
is  the  same  in  both  properties.  This  might  lead  the 
uninitiated  and  careless  proprietor  to  assume  that  other 
expenditures  were  in  proportion,  whereas  they  might  be 
of  a  widely  varying  nature. 

One  mine  superintendent  might  hold  his  per  month 
or  per  day  or  per  ton  men  responsible  for  the  execution 
of  a  large  amount  of  work  and  enforce  such  execution 
by  administrative  methods  in  which  he  was  particularly 
gifted,  whereas  another,  with  an  easy-going  disposi- 
tion by  slack  and  careless  methods  might  produce,  with 
the  same  men,  a  much  less  tonnage. 
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One  superintendent  with  the  shrewdness  of  a  careful 
buyer  might  provide  props,  caps,  and  other  material 
for  his  mine  at  the  very  lowest  possible  price,  whereas 
another  would  recklessly  pay  prices  disproportionate 
to  the  true  value  and  thus  unduly  increase  the  cost  of 
production. 

One  mine  manager  might  hire  general  helpers,  ma- 
chine men,  pipe  men,  pick  men,  blacksmiths,  etc.,  capa- 
ble of  very  efficient  service  and  thus  develop  increased 
"tonnage,  whereas  the  other  might  either  pay  too  high 
ft  price  for  services,  or  fail  to  demand  an  adequate 
amount  of  labor  in  proportion  to  the  price  paid.  One 
mine  manager  might,  with  the  aid  of  expert  engineer- 
ing assistance,  economically  and  properly  locate  the 
mine  with  reference  to  the  conditions  to  be  overcome, 
water,  haulage,  etc.,  whereas  another  might,  either  from 
lack  of  experience  or  skill,  administer  the  affairs  of  the 
mine  in  such  a  way  tliat  the  conditions  of  mining  would 
be  costly  and  the  burden  of  expense  inordinately  high. 

14.  Comparison  of  costs. — It  is  only  by  comparing 
the  results  of  the  administration  of  two  or  more  prop- 
erties, bearing  in  mind,  of  course,  the  actual  difference  in 
the  conditions,  that  one  is  able,  from  the  standpoint  of 
the  proprietor,  to  determine  wliat  is  satisfactory  cost. 

Again,  for  example,  one  mine  manager  may  have  un- 
usual difficulties  to  overcome,  difficulties  inlierent  in  the 
material  to  be  used,  excavated,  or  removed,  whereas 
unlike  conditions  may  prevail  in  the  other  mines.  One 
property  may  be  so  located  that  employes  may  be 
secured  at  the  minimum  wage  rate,  and  the  other,  by 
reason  of  labor  conditions,  compelled  to  pay  as  a  pre- 
mium a  much  higher  rate  of  wages.  The  freight  and 
switching  rates  may  be  lower  proportionately  for  one 
property  than  another,  and  all  these  actual  differences 
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must  be  taken  into  account.  These  differences  should 
explain  the  variations  in  the  cost  of  production  at  the 
different  mines  and  proper  allowance  should  be  made 
for  them  in  making  the  comparisons. 

If  it  is  found  that  under  substantially  similar  condi- 
tions, one  man  is  able  to  administer  the  affairs  of  the 
mine  at  a  much  less  cost  than  did  the  other,  the  result 
may  be  either  removal  of  the  inefficient  manager  or  im- 
provement in  his  record  based  on  the  disclosures  made 
by  the  administrative  data  thereby  furnished. 

15.  The  demand  for  results. — The  cry  for  results  is 
an  exceedingly  keen  one  in  the  conmiereial  world.  Re- 
sults are  demanded  from  operatives  and  from  operators, 
as  well  as  from  minor  officials,  and  from  machines, 
tools  and  structures;  and  this  cry  for  results  is  con- 
tinually and  almost  momentarily  made  in  a  great  model 
business  establishment.  What  have  been  the  results? 
What  are  the  results?  What  results  may  be  expected? 
These  questions  are  continually  heard,  and  if  they  are 
not  heard  and  heard  frequently  and  loudly,  the  indica- 
tions are  plain  that  the  business  is  suffering  from  "dry 
rot." 

Business  organizations,  the  human  organizations, 
depreciate  as  well  as  buildings.  Men  who  were  alert 
and  thoroughly  equipped  last  year  may  have  degener- 
ated into  inactivity  this  year.  Systems  that  were  all 
embracing  in  good  results  and  sufficient  in  the  past,  de- 
velop fatal  weaknesses  in  the  present.  These  weak- 
nesses are  not  in  cverj'  case  easily  detected  but  the  de- 
fects are  not  latent  nor  yet  entirely  patent,  as  will  be 
seen  in  a  later  chapter.  Just  as  thorough  bred  horses 
will  degenerate,  become  logy  and  lose  ambition  and 
spirit  under  unskillful  handling  or  with  unintelligent 
guidance,  so  will  a  well-organized  force  in  a  factory 
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unhef  unsuitable  leadership  lose  the  emulative  spirit 
and  grow  dull  with  respect  to  the  spirit  of  performance 
and  careless  in  matters  affecting  wastefulness  in  the 
handling  of  material  and  in  performing  operations  in 
connection  therewitli. 

16.  Importance  of  proper  classification.— In  this  con- 
nection it  perhaps  would  be  appropriate  to  refer  to  the 
importance  of  classifications.  If  in  a  legislative  ex- 
pense voucher  the  classification  is  used  "freight  on  ex- 
hibits," "travelling  and  incidental  expenses,  $46,038.40" 
and  it  develops  that  the  freight  charges  included  in  the 
item  were  only  $38.40  while  the  traveUing  expenses  ap- 
proximated $46,000,  including  expensive  valet  at- 
tendance and  a  courier  throughout  Europe,  the  classi- 
fication has  been  misleading  in  tliat  it  gives  a  false 
impression  by  using  the  term  "freight  on  exhibits"  as 
a  catch  word.  One  would  naturally  conclude  a  large 
amount  of  the  total  was  freiglit,  while  in  coimection  with 
the  other  item  it  might  be  supposed  that  the  amount 
was  insignificant.  Thus  a  term  such  as  is  quoted,  either 
intentionally  or  otherwise,  deceives  the  one  who  is  sup- 
posed to  be  guided  by  it  and  to  whom  it  is  intended  to 
give  information. 

Proper  classification  gives  information;  improper 
classification,  misinformation.  The  subdivisions  of  a 
classification  BkillfuUy  achieved  makes  it  easy  to  detect 
wrong  and  furnishes  a  scientific  basis  for  comparison 
by  which  responsible  heads  and  subheads,  superintend- 
ents and  foremen  may  be  brought  to  account  for  their 
own  and  their  subordinates'  performances. 

17.  Attitude  of  management. — A  proper  attitude 
with  reference  to  this  entire  subject  and  correct  atten- 
tion given  to  the  elements  of  cost  will  effect  a  remark- 
able change  in  the  economic  situation  and  prevent  the 
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and  the  development  of  new  industries  when  such  ad- 
ditional activities  are  unnecessary,  unjustifiable,  or  can 
be  dispensed  with  in  aid  of  preservation  of  proper  con- 
ditions of  trade.  With  the  aid  of  suitable  and  not  too 
elaborate  cost  systems,  the  management  will  be  enabled 
to  create  or  so  modify  arrangements  of  productive  forces 
as  to  obtain  better  results  with  a  given  cost  or  equal  re- 
sults with  a  less  cost  of  production.  The  management 
with  a  proper  cost  system  can  hit  upon  that  harmonious 
combination  whicJi  will  give  the  largest  profits  under 
tlie  given  external  conditions.  The  economic  waste 
will  be  greatly  reduced  and  tlie  general  productive  ef- 
ficiency increased. 

18.  Analysis  of  various  cost  accounting  systems. — 
There  are  a  great  many  kinds  of  systems  for  obtaining 
costs  in  connection  with  factory  operations  and  tliere 
are  innmnerable  combinations  suitable  to  the  peculiar 
and  special  circumstances  of  each  case.  Certain  gen- 
eral divisions  may  be  outlined,  but  these  should  invari- 
ably be  considered  with  reference  to  the  immediate 
situation  in  hand  and  the  character  of  the  factory,  to- 
gether with  the  special  product  wliich  is  being  treated, 
and  the  problems  confronting  the  management. 

There  are  systems  which  are  based  upon  order  num- 
bers and  wlien  this  method  is  appropriate  the  records 
should  be  kept  by  order  number  and  all  expenses  inci- 
dent to  the  work  should  be  listed  under  the  particular 
number  that  is  to  result  in  a  record  known  as  a  "cost 
sheet."  The  cost  sheet  form  luider  this  plan  should  be 
so  arranged  with  spaces  and  rulings  that  the  items  of 
expenditure  will  be  kept  according  to  the  logical  ar- 
rangement for  the  analysis  wliieh  is  so  important,  and 
provision  made  in  the  blank  for  the  aggregate  or  re- 
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capitulation  or  subanalysis  with  reference  to  the  cost 
record. 

19.  Separate  records  for  each  department. — In  con- 
nection with  some  factories  which  are  organized  hy  de- 
partments, a  cost  system  is  suitable  which  keeps  the 
record  of  expenditure^  for  each  department  separately. 
The  sheet  should  be  so  arranged  as  to  provide  for  a  rec- 
ord of  the  quantity  of  work  passed  through  the  depart- 
ments, the  cost  of  labor  and  materials  and  other  items 
which,  in  view  of  the  character  of  the  work,  are  neces- 
sarily included  in  the  summary  of  results.  A  cost  sys- 
tem may  also  be  provided  to  give  the  required  data  for 
intelligent  administration  by  operations  necessarily  in- 
volved in  the  factory  processes.  In  connection  with 
this  method  a  cost  sheet  is  provided  for  every  operation 
or  single  process  and  the  sheet  arranged  to  accommodate 
such  information.  There  should  be  an  arrangement 
of  columns  and  blank  spaces  to  provide  for  the  amount 
of  work  which  is  treated  in  the  particular  process  that 
forms  the  unit  of  cost,  and  for  a  sununary  of  the  results. 

20.  Recording  of  expenditures  according  to  machines. 
— In  addition  to  the  plans  above  referred  to  there  are 
cost  systems  which  record  the  expenditiu'cs  of  the 
various  elements  according  to  machines  and  this  is 
known  as  machine  cost,  the  items  of  expenditures  being 
kept  for  single  machines  or  those  in  groups.  The  blank 
should  be  arranged  to  set  forth  results  from  operating  a 
given  number  of  machines,  and  in  a  specified  time. 
With  each  one  of  these  systems  it  is  planned  to  secure  a 
minute  analysis  and  a  close  estimate  of  expenditures  in 
connection  with  the  subject  matter,  and  based  upon  the 
information  disclosed  the  analysis  feature  is  of  the 
greatest  importance  to  indicate  the  cost  of  each  manu- 
factured article,  not  only  as  a  whole,  but  of  each  process 
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yed  as  one  of  the  elements  to  produce  the 
1 1  must  be  remembered  that  the  entire  purpose 
•ost  accounting  work  is  to  indicate  the  probable 
'st  I'or  present  administrative  guidance  and  to 
.mse  who  have  charge  of  the  business  to  deter- 
V  i»nce  at  which  it  is  profitable  to  sell,  to  indicate 
rtlier  manufacturing  shall  continue  to  produce  goods 
k  a  certain  market  when  the  price  cimnot  be  advanced, 
I  indicate  whetlier  still  other  reductions  may  be  made 
provide  additional  mMgins  of  profit.  There  are 
(cs  where  the  price  is  fixed  in  the  market  by  ignorant 
npetitors,  who  inaugurate -their  operations  with  ade- 
ate  capital,  and  where  it  may  take  several  years  of 
>-shod  methods  and  of  administrative  acts  prompted 
by  impulse  and  not  based  upon  adequate  data  of  the 
actual  or  approximate  cost  of  conducting  their  business, 
to  bring  about  actual  insolvency.  The  entire  subject 
of  cost  accounting  is  to  be  considered  not  only  with 
reference  to  its  advantages  to  the  manufacturer  who 
employs  a  proper  system,  but  also  with  reference  to  its 
educational  value  in  inspiring  others  who  may  be  work- 
ing in  the  dark  with  reference  to  their  costs  and  so 
manage  as  to  secure  appropriate  information  as  to  the 
actual  results.  The  advantages  accruing  to  society  in 
general  by  preventing  waste  and  misdirected  energy 
tend  to  suppress  activities  that  are  demoralizing  in  an 
economic  sense. 

21.  Safeguarding  the  factory  from  inefficiency. — 
A  most  important  matter  to  be  considered  in  connection 
with  the  cost  system  is  the  safeguarding  of  the  factory 
from  inefficiency  and  the  providing  of  classifications 
of  expense  as  will  not  result  in  hiding  unprofit- 
able results.  Properly  classified  information  is  an 
enemy  of  inefficient  factory  management.    By  the  use 
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of  adequte  classifications  the  manager  can  locate  the 
cause  of  the  variations  in  the  cost  of  production.  This 
will  result  in  a  fuU  appreciation  of  the  situation  even 
though  the  increased  cost  may  at  the  time  be  unavoidable 
by  reason  of  carelessness  and  negligence  of  men  avail- 
able for  emplojTnent,  An  inteUigent  appreciation  of 
danger  has  promise  in  it  and  is  apt  to  result  in  future 
improved  conditions,  A  failure  in  such  appreciation, 
or  a  failure  of  the  system  employed  to  disclose  the  weak- 
ness of  administration  methods  precedes,  and  is  nat- 
urally followed  by  financial  ruin. 

22.  Ultimate  results  the  thing  to  be  considered. — 
General  results  and  general  classifications  incapable  of 
analysis  tend  to  disguise  and  hide  losses  that  might 
otherwise  be  disclosed.  Efficient  and  intelligent  work 
in  one  department  of  an  office  may  be  neutralized  and 
made  ineffectual  by  wastefulness  in  another.  In  con- 
nection with  tliis  subject  it  is  worth  while  to  notice  here 
that  when  a  business  is  established  and  the  investment 
has  been  made,  operations  may  sometimes  continue  for 
a  limited  period  during  which  the  cost  is  perilously  near 
the  seUing  price  In  order  that  operations  may  not  be  dis- 
continued with  destructive  consequences. 

For  example,  a  factory  that  is  capable  of  producing 
ample  goods  for  its  market  and  which  for  several  months 
each  year  may  find  itself  supplied  with  orders  at  a  mar- 
gin of  profit  that  is  entirely  satisfactory,  may,  during  a 
limited  number  of  weeks  or  months  be  brought  face  to 
face  with  the  necessity  of  operating  at  cost  or  less  in 
order  to  contiime  in  employment  operatives  who  would 
otherwise  go  to  competitive  establislmients  and  be  un- 
available at  a  time  when  factory  operations  might  be 
resimied  with  profitable  results.  In  other  words,  fre- 
quently tlie  manufacturing  corporation  must  lose  tem- 
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porarily  in  its  operations,  "holding  its  breath"  until  the 
danger  period  has  passed,  for  the  ultimate  good  of  the 
business.  The  manager  must  have  a  broad  view  in  con- 
sidering figures  and  principles  of  cost  accounting,  look- 
ing at  the  ultimate  results  as  well  as  at  the  immediate 
conditions;  considering  the  entire  situation  by;  seasons 
and  in  connection  with  varying  markets  rather  tlian  be 
guided  by  the  figures  representing  the  present  perform- 
ance in  factoiy*  operations  or  sales. 

The  study  of  the  particular  business  to  be  affected  by 
the  system  is  so  fundamental  and  of  such  vital  impor- 
tance that  the  author  is  constantly  tempted  to  renew  the 
emphasis  he  has  placed  upon  it.  The  typical  factory 
tliat  is  visited  will  contain  men  of  all  grades  of  efficiency 
and  energy,  men  that  have  grown  gray  in  the  service  of 
the  factory  and  who  are  now  perhaps  ineffectual;  men 
with  and  men  without  enthusiasm  and  alertness;  those 
who  are  constantly  seeking  and  those  looking  to  avoid 
responsibility;  and  those  eager  to  perform  tasks  greater 
than  the  ones  which  have  been  imposed  upon  them  and 
those  desiring  to  avoid  such  duties. 

The  labor  of  men  is  much  more  variable  than  the  per- 
formance of  machines  and  it  is  with  reference  to  this 
item  involving  dissimilar  effectiveness  and  merit,  that  a 
system  should  be  applied  for  the  greatest  possible  benefit. 
If  the  labor  account  is  not  analyzed  to  determine  where 
changes  are  appropriate,  where  corrections  should  be 
apphed  and  faults  remedied,  the  system  is  weak  and  un- 
worthy. Every  item  of  cost  which  can  be  distinguished 
from  every  other  should  be  so  separated,  and  every  re- 
sult which  can  be  intelligently  distinguished  and  sepa- 
rated from  every  other  should  be  so  separated. 

It  is  a  very  common  fault  of  those  who  devise  cost 
ftccoxuiting  systems  to  provide  over  abundantly  and  with 
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the  greatest  profusion,  forms,  blanks,  and  safeguards 
seeking  to  locate  responsibility  in  connection  with  the 
passage  of  material  from  the  storehouse  to  the  place 
where  factory  operations  are  to  commence,  but  it  should 
be  borne  in  mind  that  the  more  simple  and  direct  the 
system  the  more  rigidly  it  will  be  adhered  to.  The  ob- 
ject to  be  sought  for  is  the  prevention  of  confusion  and 
the  creation  of  an  aid  instead  of  an  intolerable  burden. 
In  other  words»  many  so-called  cost  accoimting  systems 
result  in  such  an  over-developed  heavy  mass  of  detail  as 
to  render  them  objectionable. 

Again  the  student  is  cautioned  that  in  this  there  is  a 
tendency  to  extremes.  As  Mr.  Clarence  M.  Day  has 
observed,  "The  result  is  frequently  an  enormous  amount 
of  labor  without  any  valuable  return,  and  quite  as  often 
as  not  the  main  objects  of  cost  accounting  are  swamped 
in  a  mass  of  valueless  detail."  Not  only  is  the  pur- 
chasing and  storing  of  goods  important  and  the  accurate 
record  of  issuance  of  material  to  factory,  which  has  been 
called  the  "melting  pot"  for  material,  labor,  and  ex- 
penses, but  it  is  also  of  the  greatest  importance  that  the 
cost  of  goods  in  process  should  be  carefully  watched  and 
kept  under  scrutiny  during  the  period  of  manufacture. 
When  the  goods  are  charged  out  by  the  store-keeper  to 
the  division,  section,  or  department  representing  the 
work  in  process,  then  is  a  charge  made  in  the  general 
ledger  to  the  manufacturing  account,  **goods  in  process," 
or  to  some  account  of  a  similar  appropriate  name.  In 
other  words,  the  aggregate  of  the  items  of  material, 
labor,  and  expense  will  appear  in  the  general  ledger  in 
such  manufacturing  account,  and  will  also  appear  in  the 
cost  sheets  in  highly  specialized  items  appropriate  for 
such  process. 

In  Chapter  VI  an  explanation  is  given  of  the  system 
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of  the  Bridgeport  Brass  Company  showing  debits  and 
credits  to  the  stores  departments,  representing  material 
received  and  issued,  and  debits  to  departments  or  di- 
visions mider  appropriate  classifications.  Credits  are 
given  to  such  accounts,  and  debits  to  the  production  ac- 
count, under  whatever  name  is  appropriate  to  repre- 
sent properly  the  work  in  process,  and  debits  for  all  cash 
or  other  items  of  value  represented  by  contracts,  pur- 
chases, and  accounts  receivable. 

XI— 16 
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passage  of  material  frou 
where  factory  operations 
be  borne  in  mind  that  5 
system  the  more  rigidlx 
ject  to  be  sought  for  ]^- 
the  creation  of  an  aid  ir^ 
In  other  words^  manv 
result  in  such  an  ovrr 
to  render  them  oh  jec'  * 
Again  the  student  • 
tendency  to  extrenio^ 
observed,  "The  resii'* 
of  labor  without  an^- 
as  not  the  main  obi 
in  a  mass  of  valir 
chasing  and  storin* 
record  of  issuaJH 
called  the  "melh 
penseSy  but  it  is  a* 
cost  of  goods  ill  T  * 
kept  under  scnii 
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work  in  pr<' 
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...."';  yj  '/eneral  or  financial 
'.'^  iccounting  to  general 
^  .ut.raiidiig,  has  not  always 
jt:  :t:x>oooks  for  the  benefit 
icii  vie*  are  considering  the 
^  it  <:ifldpoint  of  one  analyz- 
"       jicieis  or  organization  to  de- 
-  jiiicated.    The  Committee 
"  ...-laiccit  Department  Methods 
jui^'Xi^^  appointed  an  Assistant 
.1^3:  ind  as  a  part  of  their  re- 
st Tnited  States,  published  a 
-  '^  ^^^  which  the  following 
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kiew^"  is  based  on  the  assumption 

^>vaiZ  should  prove  of  value  to  prac- 

^  1^  oilBccr  required  by  his  position  to 

^^^:^'9eDCS  ot  different  men,  appliances,  and 

-  *       ,  production  of  finished  work. 

'***^*'2-rtit  to  which  tlie  analysis  of  costs  in 

•fid  v^^^^  ^  detennined  by  experience. 

-»^"^  *      ^jgn^  however,  be  laid  down.     If  tlie 

*^  *^*JlLicntl J  into  detail,  it  is  probable  that 

'*■  '^    _i  of  identical  products  at  different  loca- 

^  KflnditionSf  handled  by  different  employes, 

methods,  will  not  be  indicated,  and 
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e  purpose  of  cost  keeping  will  be  defeated.  If  the  sjb- 
1  too  complex,  it  will  be  slow  and  heavy,  may  break  of  its 
I  weight,  and  its  results  may  be  reached  too  late  to  apply, 
rcctive  measures. 
'  The  successful  system  must  be  along  lines  coming  within  these 
>  and  for  a  beginning  it  is  believed  that  it  should  be  as 
NJinpIc  as  will  secure  results  with  a  view  to  its  expansion  along 
such  lines  as  experience  may  show  to  be  desirable.  It  should, 
however,  be  planned  to  have  the  cost  accounts  square  in  or  be  in 
agreement  with  the  general  fiscal  records.  The  additional  ex- 
pense of  such  a  detail  is  usually  more  than  compensated  for  by 
the  check  thus  afforded  upon  both  systems  and  the  additional 
respect  which  cost  data  from  such  systems  receive.  While  exact 
agreement  is  the  accounting  ideal,  approximate  agreement  will 
secure  valuable  results ;  and  if  absolute  accuracy  can  he  obtained 
only  at  a  great  expense  such  approximation  may  be  sufficient. 

As  the  results  are  valuable,  primarily,  to  the  administrative 
officer  in  direct  charge  of  the  operations  covered  by  the  cost 
accounts,  he  should  suggest  the  lines  along  which  they  should 
be  kept,  and  should  know  of  the  steps  followed  in  its  processes, 
and  thus  he  will  be  able  to  judge  of  its  results.  He  need  not 
prepare  the  forms  or  keep  the  records — bookkeepers  and  clerks 
wiU  be  available  to  perform  such  service — but  he  should  be  able 
to  judge  of  the  quality  of  the  work  submitted  upon  the  outline 
he  has  laid  down. 

24.  "Keep  Comimttee't "  definition. — Cost  keeping  is  that 
branch  of  accounting  which  is  concerned  with  the  segregation  of 
the  various  items  of  expense,  incurred  in  the  prosecution  of  a 
single  piece  of  work,  from  among  all  other  items  of  expense  in- 
curred in  a  general  line  of  industry,  and  the  setting  over  against 
the  total  of  such  segregated  items  the  quantity  of  restdtant  work 
or  product.  The  definition  of  cost  keeping  as  a  part  of  a 
general  system  of  accounting  can,  perhaps,  be  made  clearer  by 
the  following  contract,  wherein  under  "scope  of  general  book- 
keeping" we  include  all  fiscal  transactions  of  every  class,  and 
under  "scope  of  cost  keeping"  such  transactions  of  each  class 
as  are  necessary  for  a  complete  cost  system  for  so  much  of  the 
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organization's  operations  as  the  system  is  intended  to  cover. 
Commercial  accounting  is  more  and  more  nearly  approaching 
the  ideal  as  to  costs,  but  it  is  not  yet  the  universal  rule  to  have 
commercial  bookkeeping  show  a  complete  analysis  of  the  pur- 
pose of  all  transactions. 

Greneral  bookkeeping,  as  here  used,  includes  every  transaction 
whidi  involves  the  fiscal  condition  of  the  organization. 

25.  Comparative  scope  of  general  bookkeeping  and  cost  keep- 
ing.— 


Scope  of  Greneral  Bookkeeping 

General  bookkeeping  is  con- 
cerned with  all 

A — resources;  valuable  assets 
of  whatever  nature  available 
for  use  in  the  operations  of 
any  business,  whether  or  not 
actually  employed; 


B — liabilities;  indebtedness, 
without  regard  to  how  or 
when  incurred; 


C — income;  cash  receipts, 
whether  from  earnings,  bor- 
rowed funds,  or  other 
sources ; 


Scope  of  Cost  Keeping 

Cost  keeping,  on  the  other 
hand,  considers  only  those 

A — resources  which  are  em- 
ployed in  the  operations  for 
which  costs  are  sought,  as 
the  materials  and  supplies 
consumed  and  the  plant  em- 
ployed, but  not  any  unpro- 
ductive capital  which  may 
be  held  for  future  use ; 

B — liabilities^  or  portions 
thereof,  which  are  incurred 
wholly  for  the  given  opera- 
tions, as  the  indebtedness  for 
materials  and  labor  used, 
but  not  borrowed  capital, 
nor  the  indebtedness  for  un- 
used material  purchased 
against  possible  rise  in 
price; 

C — incomes  which  are  draw- 
backs or  direct  repayments 
upon  the  elements  of  cost 
entering  the  given  product 
as  refunds  of  paid  over- 
charges on  any  kind  of  ex- 
pense entering  the  product. 
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-expendituTeg;  cash  dis- 
bursements, whether  in  pay- 
ment for  muterial  and  labor 
furnished,  rcpaymentB  of 
loans  or  dividends; 

E — gains;  whether  resulting 
from  productive  operations, 
or  from  tlie  enhanced  value 
of  assets  either  fiscal  or  ma- 
terial ; 

F — losses;  whether  resulting 
from  productive  operations 
or  from  other  causes,  as 
trade  conditions,  material 
disoater,  litigations,  etc. 

General  bookkeeping  as  a  rule 
considers  the  operations  of 
an  organization,  both  fiscal 
and  industrial,  as  a  whole  or 
in  large  sections.  Its  en- 
tries cover,  generally,  the 
exchange  of  value  between 
individuals  or  independent 
organizations.  It  does  not 
take  account  of  inventories 
of  materials,  of  machinery, 
tools  or  equipment,  of  plant, 
or  of  other  valuable  assets ; 
nor  consider  the  questions  of 
depreciation,  fixed  charges 
and  liabilities  accrued  but 
not  due,  except  at  periods 
of  profit  taking. 


but  not  receipts  for  product 
previously  manufactured 
and  sold ; 

D — expenditures  which  are  the 
measure  of  certain  expenses 
incurred  in  producing  the 
given  output,  but  not  pay- 
ment of  liabilities  generally ; 

E; — gains  which  arc  draw- 
backs as  referred  to  under 
income,  but  not  profits  in 
general; 

F — losses  which  are  industrial, 
such  as  depreciation  of 
buildings  and  equipment, 
but  not  those  which  are 
commercial,  such  as  bad 
debts,  etc. 

Cost  keeping  considers  the  in- 
dustrial operations  of  an 
organization  in  detail,  but 
is  not  concerned  in  its 
purely  fiscal  transactions. 
Its  entries  cover  tlie  move- 
ment of  values  within  the 
organization  itself  rather 
than  between  it  and  others. 
It  must  consider  tlie  inven- 
tories of  all  materials,  plant, 
etc.,  from  day  to  day,  and 
take  account  of  deprecia- 
tion, fixed  charges  and  lia- 
bilities accrued,  in  propor- 
tion to  the  charge  which 
these  expenses  become  upon 
the  articles  of  the  finished 
product. 
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The  contrast  between  general  commercial  bookkeeping  and 
cost  keeping  is  not  always  clearly  drawn.  In  fact,  the  two  pur- 
poses are  often  attempted  in  one  scheme  of  accounting  where  the 
product  is  practically  uniform  and  the  operations  are  contin- 
uous. In  such  C€uses  a  good  system  of  analytical  bookkeeping 
is  often  sufficient  when  an  analysis  is  made  according  to  the 
purpose  as  well  as  the  nature  of  the  expense.  For  example,  the 
accounts  of  all  plants  for  the  production  and  distribution  of 
power,  heat,  light,  or  water  can  probably  be  best  handled  by 
such  a  method.  Unit  costs  may  be  obtained  by  making  a  sum- 
mation of  the  charges  to  certain  accounts  and  measuring  the 
amount  of  the  product  or  output  for  the  period  covered  by  such 
accounts. 

The  diagram  here  inserted,  from  the  work  on  **Cost  Ac- 
counts" by  L.  W.  Hawkins,  chartered  accountant,  is  designed 
to  show  the  relation  between  the  cost  accounts  and  the  general 
accounts  in  graphic  form,  and  to  illustrate  the  principles 
which  have  been  discussed  in  relation  to  this  subject.  From  the 
time  sheet  the  entries  may  go  to  the  recapitulation  or  abstract 
of  wages  and  from  that  abstract  postings  may  be  made  through 
the  cost  journal,  or  direct  to  the  journal  accounts  in  connection 
with  direct  wages.  The  same  entries  for  example  would  ap- 
pear in  the  time  sheet,  in  the  wages  record  of  the  cash-book,  the 
general  wages  account,  the  general  journal  account  and  the 
direct  wages  account.  In  considering  this  diagram  it  should 
be  borne  in  mind  that  the  author  has  in  contemplation  a  system 
of  accounts  peculiar  to  the  jurisdiction  in  which  he  writes. 

^6.  Commercial  test  of  success. — In  the  commercial  world, 
profit  is  the  test  and  measure  of  success.  Profit  is  the  excess 
of  value  received  over  the  entire  cost  of  producing  and  market- 
ing. Competition  makes  price  fixing  a  matter  largely  beyond 
the  control  of  the  producer;  therefore,  the  possibility  for  in- 
creased profit  lies  only  in  a  reduction  of  the  cost  of  producing 
and  marketing.  Usually  this  cost  is  made  up  of  various  ele- 
ments of  expense,  and  it  is  necessary  to  get  at  the  proportions 
and  amounts  of  such  elements  in  order  to  learn  where  it  is  possi- 
ble to  economize  without  injuring  the  product. 
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We  thus  come  to  the  governing  principle  of  cost  account- 
ing, which,  by  collating  such  information,  enables  the  producer 
to  know  the  amounts  of  the  several  elements  of  expense  which 

■ 

have  entered  into  the  total  cost  of  any  piece  of  work,  and  from 
such  information  to  develop  more  economical  methods  for  the 
conduct  of  future  operations. 

27.  Cost  accounting  not  in  conjlict  with  financial  ac- 
counting.— There  is  no  conflict  between  cost  accounting 
and  financial  accounting.  Quite  the  contrary,  as  cost 
accounting  is  founded  directly  upon  ordinary  double 
entry  principles.  It  may  be  suflicient  for  the  financial 
books  to  show  what  the  total  amount  of  the  pay  roll 
is  for  a  certain  department  of  the  business  operations. 
The  picking  to  pieces,  however,  of  that  pay  roll  may  be 
necessary  for  cost  accounting  purposes  and  this  is  a 
detail  of  the  financial  records.  The  total  cost  of  such 
separated  items  in  cost  sheets  should  agree  with  the 
total  which  appears  upon  the  financial  books.  The 
items  that  are  to  appear  in  cost  accounts  are  frequently 
denominated  cost  statistics  for  the  information  of  per- 
sons entitled  thereto  and  interested  therein,  to  guide 
them  in  their  judgment,  whereas  no  division  may  be 
necessary  from  the  standpoint  of  the  one  responsible 
only  for  general  financial  results.  It  may,  for  exam- 
ple, be  sufficient  for  the  financial  statement  of  a  great 
railroad  corporation  that  the  amount  expended  for  "re- 
pairs of  roadway"  be  reported  in  one  liraip  sirai,  whereas 
for  the  guidance  of  men  responsible  for  certain  special 
departments  of  railroad  activity  it  may  be  vitally  im- 
portant to  subdivide  these  repairs  into  himdreds  of 
diflferent  accounts,  each  of  which  represents  an  im- 
portant item  in  itself  of  railroad  cost  accounting.  One 
of  the  classifications  entering  into  the  manufacturing 
account  set  forth  on  page  247  may  be  entirely  satis- 
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factory  from  the  standpoint  of  the  individual  who  seeks 
a  general  knowledge  or  the  abihty  to  determine  the 
healthy  condition  of  the  entire  business,  but  in  this  form 
it  may  be  entirely  unsatisfactory  and  fail  to  convey  ad- 
ministrative guidance  to  one  who  is  responsible  for  some 
specific  activity  included  and  merged  with  others  or 
with  other  departments  and  other  movements. 

28.  Manufacturing  account  in  detail. — Taking  an- 
other illustration  of  a  concrete  nature,  let  us  consider  a 
piece  of  furniture  as  the  article  manufactured.  The 
manufacturing  account  may  even  go  to  the  extent  of 
showing  the  value  of  material  bought,  cost  of  lumber, 
varnish,  glue,  cane,  and  the  labor  applied  to  same,  freight 
on  material,  general  expense  of  manufacture,  repairs  to 
machinery,  water,  light,  oil,  superintendence,  insurance, 
taxes  and  factory  material  expense.  These  items  may 
all  go  into  the  production  or  manufacturing  account 
and  form  a  summary  that  will  perhaps  he  wholly  satis- 
factory from  the  financial  standpoint.  But,  there  is  an 
infinite  amount  of  information  that  is  incidentally  cov- 
ered up  by  such  general  figures.  One  cliair  may  be  of 
a  little  different  type  or  shape  from  another  resulting  in 
an  increased  cost  due  to  the  necessity  for  the  use  of 
special  machinery.  It  may  need  more  lumber  than 
another,  more  glue,  or  demand  a  different  quality  of 
varnish  or  require  a  greater  amount  of  labor  for  as- 
sembhng  the  parts.  There  may  be,  in  connection  with  a 
lot  or  bundle  of  one  thousand  chairs,  a  substantia]  dif- 
ference in  the  total  cost  sufficient  to  interest  those  in 
charge  of  the  particular  department  in  which  the  goods 
have  been  produced. 

The  information  as  to  the  exact  difference  in  the  cost 
of  items  in  types  of  articles  should  be  available  and 
should  be  separately  stated  as  an  aid  in  determining 
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whether  the  increased  cost  is  justifiable  or  whether  the 
trade  will  pay  enough  more  for  the  article  to  permit 
its  production  at  the  increased  cost.  A  subdivision  of 
the  expense  of  labor  which  is  reported  in  lump  sum 
under  the  head  of  manufacturing  labor  may  disclose  the 
fact  that  under  one  foreman  men  will  produce  much 
more  expeditiously  than  under  another,  will  handle 
material  more  economically,  will  put  the  various  parts 
through  the  machinery  faster  and  with  less  waste,  or 
with  better  discipline.  These  items  of  information  are 
of  the  most  vital  character  to  those  who  are  responsible 
for  the  successful  internal  workings  of  the  entire  man- 
ufacturing department.  Any  general  figures  of  man- 
ufacturing expense,  material  expense,  manufacturing 
labor,  etc.,  are  utterly  inadequate  to  disclose  the  inequali- 
ties resulting  from  difference  in  energy,  alertness,  judg- 
ment, and  general  capacity. 

29.  3lany  good  men  not  interested  in  coat*. — It  is 
very  difficult  to  account  for  the  indisposition  on  the  part 
of  small  manufacturers  to  go  into  tlie  subject  of  detailed 
costs  except  upon  the  theory  of  mental  inertia  affecting 
certain  subject-matter.  Many  men  are  alert  in  the 
broadly  constructive  side  but  weak  in  executing  or 
supervising  such  details  as  may  be  involved  in  the  cost 
accounting  work.  The  more  vigorous  a  manufacturer 
may  be  in  general  organization  expedients,  the  weaker 
he  often  is  in  connection  with  such  precise  tasks  as  are 
involved  in  work  of  the  description  herein  advocated. 
Many  men  are  constructed  to  make  money,  but  not  to 
save  money;  to  project  and  exploit,  but  not  to  con- 
serve. They  can  lay  out  campaigns  of  the  most  bril- 
liant cliaracter  in  general  organization,  but  it  requires 
another  and  a  peculiar  and  unusual  type  of  man  to 
(change  and  revise  matters  which  have  become  involved 
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factory  from  the  standpoint  of  the  indivi( 
a  general  knowledge  or  the  ability  to 
healthy  condition  of  the  entire  business,  b 
it  may  be  entirely  unsatisfactory  and  fail 
ministrative  guidance  to  one  who  is  respoi 
specific  activity  included  and  merged  i 
with  other  departments  and  other  movem 

28.  Manufacturing  account  in  detaiU 
other  illustration  of  a  concrete  nature,  let 
piece  of  furniture  as  the  article  manuf 
manufacturing  account  may  even  go  to 
showing  the  value  of  material  bought,  C| 
varnish,  glue,  cane,  and  the  labor  applied  ti 
on  material,  general  expense  of  manufact 
machinery,  water,  light,  oil,  superintend«| 
taxes  and  factory  material  expense.    T^ 
all  go  into  the  production  or  manufa< 
and  form  a  summary  that  will  perhaps 
factory  from  the  financial  standpoint, 
infinite  amount  of  information  that  ia 
ered  up  by  such  general  figures.    On> 
a  little  different  type  or  shape  from  a' 
an  increased  cost  due  to  the  necess 
special  machinery.     It  may   need 
another,  more  glue,  or  demand  a  ■ 
varnish  or  require  a  greater  amov 
sembUng  the  parts.     There  may  be. 
lot  or  bundle  of  one  thousand  cha' 
ference  in  the  total  cost  suiEcien' 
charge  of  the  particular  departme 
have  been  produced. 

The  information  as  to  the  exar 
of  items  in  types  of  articles  si 
should  be  separately  stated  as 
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for  many  years  in  a  line  of  manufacturing  where  the 
margins  of  profit  had  been  so  very  large  and  satisfactory 
that  it  had  been  thought  unnecessary  to  spend  any  of 
their  valuable  time  in  the  analysis  of  cost  sheets,  and  they 
were  loath  to  beheve  that  their  operations  could  have 
resulted  in  the  sale  of  many  thousands  of  manufactured 
articles  at  an  absolute  loss. 

The  consideration  of  the  actual  figures  has  resulted 
in  marked  changes  and  a  complete  revolution  within 
the  factory  referred  to.  Each  department  or  process 
is  now  represented  by  a  cost  sheet  which  details  with  the 
utmost  precision  and  exactness  every  item  of  cost  for  the 
department,  and  the  various  foremen  are  "pitted 
against"  each  otlier  for  results.  The  wholesale  price 
had  to  be  raised  somewhat  and  the  cost  of  tlie  completed 
article  reduced  a  trifle  in  order  to  prcwiile  a  proper  and 
adequate  margin  between  the  cost  and  selling  price. 
This  situation  is  unquestionably  duplicated  throughout 
the  country,  not  in  any  particular  line  but  in  various 
general  lines  of  manufacturing  industry  and  particu- 
larly in  factories  managed  by  self-eonfident  men  wlio 
have  had  successful  experience  in  other  departments  of 
commercial  activity. 

31.  Elementary  principles  applicable  to  cost  or  fac- 
tory accounting. — In  order  to  appreciate  fully  and 
completely  the  elementary  prhiciples  appUcable  to  cost 
or  factory  accounting,  it  will  be  necessary  first  to  de- 
termine the  relation  of  tliis  subject  to  ordinary  financial 
accounting,  and  for  that  purpose  to  consider  briefly  the 
elementary  principles  involved  in  bookkeeping,  mean- 
ing the  general  records  of  the  entire  transactions,  in- 
volving the  phvsical  condition  of  the  organization. 
Nxjkkeeping  should  he  to 
'neial  facts  which 
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have  resulted  from  transactions  of  business  such  as: 
tiie  resources,  liabilities,  revenue,  capital,  receipts  and 
expenditures,  and  profits  and  losses.  If  the  accounts 
are  properly  kept,  tlie  amount  of  loss  or  gain  which  has 
resulted  from  operating  the  business  will  be  made  ap- 
parent. If  the  result  exhibits  a  net  gain,  the  fact  is 
determined  that  there  has  been  an  increase  in  the  net 
capital  assets.  If  there  is  a  net  loss,  that  result  shows 
that  there  has  been  a  decrease  in  the  net  capital  assets 
employed  in  the  business.  These  results  may  be  deter- 
mined by  the  application  of  principles  involved  in  the 
current  valuation  of  the  property  actually  used  in  the 
business  itself  or  held  as  free  assets  in  the  form  of  in- 
vestments. The  amount  of  loss  or  gain  may  be  de- 
termined relatively  in  a  very  crude  and  elementary 
way  by  simply  preparing  a  statement  of  resources 
(what  the  business  owns)  and  liabiUties  (what  the  bus- 
iness owes)  as  of  a  certain  specified  time  and  compar- 
ing the  figures  obtained  and  exhibited  in  this  statement 
with  those  shown  on  a  similar  one  of  the  same  general 
kind  of  facts  prepared  at  another  time.  A  gain  is  shown 
if  there  is  on  the  statement  now  prepared :  First,  either 
an  increase  in  resources  while  the  liabilities  remain  the 
same;  or,  seconc!,  an  increase  in  the  resources  to  a  greater 
extent  than  the  increase  in  the  liabilities ;  third,  a  decrease 
in  the  liabiUties  while  the  resources  remain  the  same ;  or, 
fourth,  a  decrease  in  the  liabilities  to  a  greater  extent 
tlian  the  decrease  in  the  resources. 

To  summarize  these  four  classes,  it  may  be  said  that 
a  gain  will  be  evident  if  the  amount  by  which  the 
resources  exceed  tlie  liabilities  is  greater  than  when 
the  last  similar  form  of  statement  was  prepared. 
That  is,  if  the  excess  of  resources  over  the  liabilities  is 
greater,  or  if  the  excess  of  liabiUties  over  resources  is 
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less,  now  than  formerly,  the  difference  measures  a  gain. 
A  loss  is  shown  if  there  is  on  the  financial  statement 
now  prepared;  first,  an  increase  in  the  liabilities  when 
the  resources  remain  the  same;  second,  an  increase  in 
the  liabilities  to  a  greater  extent  than  the  increase  in  the 
resources;  third,  a  decrease  in  the  resources  when  the 
liabilities  remain  the  same;  or  fourth,  a  decrease  in  the 
resources  to  a  greater  extent  than  the  decrease  in  the 
liabilities. 

To  summarize  respecting  losses,  it  may  be  said  that  a 
loss  will  be  evident  if  the  amount  by  which  the  resources 
exceeded  the  liabilities  is  smaller  than  when  the  last 
similar  financial  statement  was  prepared.  That  is, 
if  the  excess  of  resources  over  the  liabilities  is  less,  or  if 
the  excess  of  habiUties  over  resources  is  greater,  now 
than  formerly,  the  difference  measures  the  net  loss.  If 
the  only  object  of  account  keeping  were  to  determine 
whether,  as  a  result  of  tlie  operation,  there  has  been  on 
the  whole  an  increase  or  decrease  in  the  net  wealth,  this 
result  could  be  determined  in  a  rough  way  without 
keeping  any  accounts  at  all,  but  simply  by  taking  an 
inventory  of  what  was  owned  {as  resources)  and  what 
was  owed  (as  habilities)  on  two  separate  dates  and 
comparing  the  results.  This  would  show  the  bare  fact 
of  gain  or  loss,  but  this  kind  of  information  fails  to  sat- 
isfy anyone.  The  mere  fact  that  the  net  capita!  or  dif- 
ference between  the  resources  and  liabilities  has  in- 
creased during  a  certain  period,  standing  alone,  by 
itself  unexplained,  is  an  aggravation  rather  tlian  a 
source  of  satisfaction  or  enlightenment,  for  questions 
concerning  the  details  immediately  arise  in  the  normal 
mind. 

If  the  net  result  was  a  gai 
activities  of  a  manufactui 


1 


ID  two  ckpartments  the  qoestkn  mi^it  be  asni],  TKd 
we  make  $25,000  in  one  depmrtment  and  lose  $lQgOOO  in 
juiotlier  to  result  in  this  net  gain  c^  $15gOOQ»  or  did  we 
make  $7,500  in  each  at  did  we  make  $14/100  in  ooe  de- 
partment and  lose  ^IJOOO  in  anotfaerr* 

If  there  were  ten  departm^its  embnoed  in  the  bus- 
iness, the  question  might  be  asked,  T)id  we  make  a  gain 
of  $8,000  in  each  of  ei^it  lines  amounting  in  all  to 
$24,000  and  then  lose  $4,500  in  each  or  $9,000  on  Ae 
two  other  lines  to  bring  the  net  result  down  to  $15,000  f* 

It  is  plain  that  the  bare  facts  showing  a  better  or 
worse  condition  as  disclosed  bv  Ae  inventcMy  of  prop- 
erty and  debts,  is  no  adequate  or  satisfactory  informa- 
tion to  guide  the  management  for  any  administrative 
purpose  whatever.  Unless  the  merdiant  <Mr  manufac- 
turer can  know  what  departm^its  or  operations  pro- 
duced a  gain  pr  what  transactions  caused  a  loss  and  to 
what  precise  extent,  he  is  powerless  to  apply  an  intelli- 
gent remedy.  Correction  of  a  difficulty  cannot  be  made 
until  the  defect  is  located,  and  on  the  whole,  it  is  en- 
tirely insufficient,  unsatisfactory  and  futile  to  detennine 
a  loss  or  gain  from  a  study  of  the  variations  in  the  pres- 
ent worth.  Accounts  in  the  balance  sheet  tell  the  pres- 
ent condition  as  to  property,  but  do  not  dispose  of  ques- 
tions involving  the  causes  contributing  to  such  present 
conditions.  Statements  of  the  same  kind  made  at  a 
previous  date  tell  the  condition  as  to  property  at  that 
time  with  no  explanation  or  statement  of  facts  showing 
why  the  condition  was  as  therein  set  forth,  why  it  was 
not  greater,  or  why  it  was  not  less. 

82.  Explanation  or  nominal  accounts. — As  a  devel- 
opment from  the  crude  facts,  showing  solvency  or  in- 
solvency, of  the  amount  of  net  gain,  which  might  be 
made  up  from  insufficient  gains  merged  with 
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sary  losses,  or  of  a  net  loss,  which  might  be  made  up  of 
unnecessary,  losses  merged  with  inappropriate  and  in- 
sufficient gains,  there  grew  up  in  the  history  of  account- 
ancy explanation  accounts,  minutely  subdivided,  which 
record  the  facts  necessary  to  identify  the  character  of 
the  various  expenditures  which  appear  on  the  loss  side 
of  the  loss  and  gain  accoimt,  and  of  the  gross  earnings 
iwhich  will  appear  upon  the  gain  side  in  order  that  they 
may  be  compared,  analyzed,  dissected,  subdivided,  and 
considered  individually  as  well  as  collectively,  and  in 
various  combinations  and  groups  for  administrative  pur- 
poses. These  explanation  accounts  are  sometimes 
known  as  nominal  accounts,  not  representing  property 
or  debts  at  all,  but  in  reality  setting  forth  a  narrative  or 
an  explanation  from  which  may  be  determined  the  rea- 
son why  there  is  not  more  property  or  less,  or  why  the 
debts  are  not  more  or  not  less. 

As  an  illustration  of  such  explanation  accoimts  the 
following  may  be  named  as  common  objects  of  expendi- 
ture: freight,  labor,  repairs,  salaries,  superintendence, 
expenses  (under  various  heads),  insurance,  interest, 
taxes,  heat,  light,  oil,  supplies  used,  etc.  As  an  ex- 
planation of  nominal  accoimts  in  regard  to  gain^  the 
following  may  be  mentioned :  sales  of  products,  discount 
on  purchases,  increase  in  property  values,  interest 
earned,  rent,  sales  of  power,  conmiissions  and  royalties 
earned,  etc.  In  other  words,  these  nominal  accounts 
serve  to  tell  the  story  of  daily  transactions  to  show  the 
cause  or  object  of  the  outlay  where  money  has  been 
paid  out  and  the  source  of  the  money  that  is  received 
indicating  the  object  of  disbursements  and  the  origin  of 
income.  Transactions  in  every  kind  of  property  may 
result  in  a  profit  or  loss.  In  the  manufacture  of  any 
article  there  is  a  combination  of  costs,  the  more  conunon 


dements  being  raw  materia^  labor,  sapp6t^ 
tendenoe,  and  resohing  from  tbe  opentioos  perf omied 
upon  or  in  coonectioQ  with  the  combcDatkn  of  tiicse 
elements  there  is  a  completed  article  which  k  in  the 
erjone  of  commerce  offered  for  sale.  The  result  of  the 
sale  is  the  receipt  of  cash,  or  an  account  against  some 
purchaser,  or  in  some  other  form  of  raloe.  The 
parison  of  the  valoes  so  received  with  the  ralnes 
pended  for  the  items  named  resoHs  in  a  detaminatioQ 
of  the  fact  of  profit  or  of  loss  and  how  much. 

It  transpires,  therefore,  that  explanation  accuuuls 
properly  classified  are  necessary  to  gire  adequate  de- 
tailed information  and  to  determine  the  acts  of  admin- 
istration that  should  be  done  or  left  undone  in  order 
that  the  business  operations  may  be  more  profitable. 

33.  Character  of  organization. — In  view  of  Ac  fact 
that  00  per  cent  of  the  manufacturing  business  is  dene 
by  conmiereial  organizations  in  the  corporate  form,  the 
fact  should  be  emphasized  ccMistantly,  and  unceasing^ 
pressed  upon  tbe  attention  of  the  business  community, 
that  the  real  power  in  connection  with  a  corporation  is 
vested  primarily  in  the  stockholders,  who  have  a  right 
to  share  in  the  earnings,  if  there  are  any,  and  to  par- 
ticipate in  the  assets  of  the  corporate  estate  upcHi  final 
dissolution,  and  that  the  stockholders  choose  the  direc- 
tors who  are  especially  chargeable  at  law  and  in  bus- 
iness practice  with  the  duties  of  the  management.  The 
directors  should  be  and  are  ordinarilv  chosen  on  account 
of  their  representative  capacity,  but  not  particularly 
because  they  are  men  of  active  business  habits.  They 
usually  receive  no  compensation  for  acting  as  directors, 
except  occasionally  a  fee  for  attending  meetings.  They 
elect  and  delegate  to  the  officers  of  the  company  duties 
in  connection  with  the  management.     The  officers  are  in 
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reality  agents  of  the  corporation  and  of  the  directors,  in 
carrying  out,  ministerially,  the  duties  that  the  directors 
themselves  should  rigidly  supervise.  A  chart  of  the 
organization  of  the  corporation  would  sHow  as  a  basis 
the  power  of  the  stockholders  flowing  from  them  to  the 
directors  and  through  the  latter  in  well-defined  legal 
channels  to  the  officers. 

34.  BcsponsihiUty  involved  in  factory  operations. — 
In  connection  with  the  subject  in  hand  it  is  assumed  that 
the  president,  or  the  vice-president  acting  in  his  stead, 
has  general  oversight  of  the  business  of  the  corpora- 
tion, but  that  the  management  is  vested  in  a  general 
manager  or  general  superintendent  who,  in  turn,  assigns 
specific  duties  to  tlie  works  manager  or  superintendent 
of  production  who  passes  along  the  necessary  authority 
to  the  foremen  of  departments.  In  connection  with  the 
actual  working  out  of  any  special  plan  of  organization 
of  the  modern  factory  there  may  be  a  chief  engineer, 
superintendent  of  departments  of  experimental  work, 
chemists,  master  mechanics  and  various  officers  with  pe- 
culiar and  special  duties  depending  on  the  type  of  or- 
ganization. 

Plans  of  organization  along  the  general  lines  of  the 
one  referred  to  have  been  developed  by  gradual  evolu- 
tion. The  more  or  less  rigid  requirements  of  to-day 
differ  so  radically  from  the  former  type  as  hardly  to 
be  recognizable.  Each  individual,  under  proper  con- 
ditions, is  now  held  responsible  for  the  particular  work 
entrusted  to  him,  responsible  in  reality,  and  in  the  strict 
sense  that  he  is  definitely  required  to  compete  with 
every  other  servant,  agent,  or  officer  of  the  organization 
having  similar  duties:  in  the  sense  of  being  required 
to  keep  his  costs  down;  to  account  to  his  superior  officer 
for  every  increase,  or  for  a  failure  to  decrease  the  cost; 
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for  any  irregularities  in  the  progress  of  the  work  in  the 
form  of  delays  and  interruptions;  for  the  smooth-run- 
ning of  the  department,  subdivision  of  the  department, 
or  brandi,  and  particularly  with  reference  to  the  in- 
crease of  expenditures  in  character  and  amount.  The 
haphazard  method  of  running  a  factory  has  been  super- 
seded by  scientific  methods  and  there  is  to-day  account- 
bility  for  time,  accountability  for  material,  accountabil- 
ity for  labor  and  accountability  for  expense.  The  items 
of  expenditure  are  divided  and  subdivided  and  re-sub- 
divided so  that  light  may  shine  through  and  around 
them,  and  so  that  there  may  be  a  dear  conception  of 
every  detaiL 

85.  Manufacturing  costs. — ^In  connection  with  the 
business  of  manufacturing  it  will  be  observed  that  there 
are  transactions  affecting  primarily  only  the  factory 
side,  and  that  there  are  outlays  relating  to  transactions 
affecting  the  sale  of  goods.  There  are  also  financial 
transactions  having  to  do  with  the  conduct  of  the  bus- 
iness which  are  neither  the  one  nor  the  other,  but  ap- 
parently in  a  strict  sense,  administrative,  not  distinctly 
for  the  benefit  of  manufacturing  or  trading,  and  yet 
which  affect  both  of  these  branches  of  commercial  ac- 
tivity. 

Let  us  assimie  that  the  factory  under  consideration 
consumes  n^aterial  and  supplies  which  the  manager 
prudently  buys  in  advance  of  real  needs,  employs  labor, 
incui^s  obligations  to  pay  factory  rent,  taxes,  expenses 
for  fuel,  freight,  insurance,  etc.  These  items  we  now 
assume  are  strictly  on  account  of  manufacturing  and 
have  primarily  nothing  whatever  to  do  with  the  other 
activities  or  departments  of  the  organization.  Items  of 
this  character  should  be  rigidly  segregated  in  order  that 
the  officials  in  charge  of  the  manufacturing  may  be  held 
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accountable  for  the  expenditure  therefor.  The  records 
must  show  that  the  department  is  prudently  managed 
and  there  must  be  absolute  and  direct  responsibility  for 
obtaining  the  very  lowest  prices  and  the  best  possible 
terms,  employing  in  full  the  entire  benefit  of  the  "pur- 
chasing power"  of  the  organization  in  connection  with 
contracts  entered  upon. 

In  this  connection,  emphasis  must  rest  on  the  respon- 
sibihty  of  the  factory  manager  for  making  such  ar- 
rangements with  labor  that  the  manufactured  products 
may  not  be  harshly  affected  in  cost  as  compared  with 
competitors,  and  that  the  employment  agreement  by 
its  terms  and  in  the  practical  working  out  may  endure 
on  the  best  permanent  basis.  Kindred  to  this  and  also  of 
the  greatest  possible  importance  there  is  the  problem  of 
the  management  of  labor  so  that  the  greatest  amount 
of  efficiency,  individually  and  collectively,  may  be  de- 
veloped in  the  various  departments  and  in  connection 
with  the  various  operations.  The  aggregate  of  expend- 
itures for  raw  material,  for  labor  and,  for  expense 
entering  into  the  manufacturing  side  of  the  business 
should  be  set  forth  in  illuminating  and  self-explaining 
classifications  separately,  subdivided  appropriately,  and 
a  total  obtained  which  will  result  in  a  necessarily  crude, 
but  in  the  main  a  satisfactory  showing  of  manufactur- 
ing cost  in  certain  simple  lines  of  business. 

36.  Classification  of  expense. — In  addition  to  this 
manufacturing  expense  section  there  arises  naturally,  as 
stated  in  connection  with  the  compilation  of  the  losses 
and  gains  of  the  business,  two  additional  subdivisions 
known  as  trading  or  sales  accounts  and  also  general  ex- 
penditure or  general  profit  and  loss  account,  that  is, 
a  statement  of  expenses  and  earnings  not  assignable  to 
either  the  producing  or  selling  activities.     In  the  man- 
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urHcluring  account  as  shown,  would  be  included  !a  1 
Hwt  *tf  iiianiifMi'tiin^  the  slock  of  raw  material  or  such 
lUuttTitil  niiHlilicd.  by  n-hich  is  meant  material  on  whidi 
wmn-  labor  hss  Urn  applied  prior  to  its  purchase,  less 
di«c*tuntH  on  pureliases,  less  inventory  at  the  end  of  the 
Iteriinl,  pi-oduotive  Inlxir.  freijjht  on  purchases  of  mate- 
rial, I'rtctury  rt-jwirs.  su[ierintt'ndence.  depreciation,  in- 
HUrfliitv,  rent,  and  taxes.  And,  on  the  credit  side,  oif- 
aptliuK  the  iloms  rt-ferred  to  will  appear  items  of 
ineonie,  such  as  earning  on  account  of  steam  power  fur- 
nijihed,  Ihe  thlTert-ncc  iR-twcen  the  debits  and  the  credits 
iippearin>f  as  li  luilancc  item  wluch  is  carried  down  to 
Uie  trading  or  sales  aetH»ntit  section. 

]n  (Hinncctiou  M'ith  tliis  havinjf  to  do  with  the  com- 
mercial (li!j|K)!4iti(>n  of  tlie  pn^>duct,  which  has  passed 
thi-ouxh  and  had  its  orijcin  in  the  factory,  will  he  found 
appniprialely  a  record  on  the  debit  side,  of  transac- 
tions that  have  had  to  do  mth  the  ctist  of  selling,  sales- 
meti's  salaries,  their  traveling  and  incidental  expenses, 
tiBlarics  and  exi)en>ies  of  officers  to  tlie  extent  that  the 
PXIH-nditinvs  are  attributable  to  the  seUing  department, 
tlistet'imtM  tiiid  allowances  to  customers,  outward  freight 
and  cartHgt'  to  get  the  property  to  the  point  of  delivery 
Ifim'sentcd  by  the  contract  of  sale,  and  special  items 
ivpresenllng  eontiugent  losses  in  book  account.  On  the 
orr^ht  side  appears  the  total  of  the  sales  of  the  products 
WMUnifHclurfil  and  the  balance  is  carried  on  to  the  sec- 
»k%n  irpresenting  general  expenditure  or  general  profit 
kihI  Kw^  awount, 

'IVw  *W  >'*«">'  i'*^''^'*  ^'^''^  cannot  be  brought  within 

r  ^  j^iw  of  fit^T  *^*-'  '"inufacturing  or  the  sales  de- 

tlM^ir"^*    ami  which  txrupy  the  third  group  of  ex- 

rSttdteuw*   W^f*^    ***■     '^''^    *^^'*'**    *°    *'i^    general 

acwuHfe  iUi  kb»  3«t»on  will  be  the  salaries  of  general  offi- 
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cers  and  clerks,  general  expenses,  interest  and  discount 
connected  with  the  entire  administration,  collection  and 
exchange,  miscellaneous  charges  incurred  for  the  bene- 
fit of  the  establisliment  as  a  whole  and  the  conduct  of  its 
general  activities,  the  stationery  and  printing  expendi- 
ture, or  rather,  in  some  cases,  the  balance  of  the  items 
referred  to  which  have  not  been  apportioned  arbitrarily 
between  manufacturing  and  sales.  There  may  be  also 
in  this  third  class  interest  on  capital  invested  in  the  busi- 
ness as  a  whole,  in  cases  where  such  capital  may  not  be 
apportioned  so  as  to  show  the  amount  locked  up  strictly 
in  the  factory,  or  in  the  general  working  capital  of  the 
establisliment  applicable  to  the  factory,  the  exploitation, 
organization,  and  the  office;  and  used  to  carry  the  ac- 
counts of  customers  and  for  the  general  purposes  of  the 
business. 

To  recapitulate :  These  three  natural  divisions  of  ex- 
penditure that  would  appropriately  go  into  the  general 
loss  and  gain  account  are,  in  modern  practice,  separated 
in  order  that  the  management  may  determine  roughly 
the  extent  of  the  disbursements  for  manufacturing  and 
selling  and  consider  the  advisability  of  curtailment  or 
of  further  expenditures  and  the  policy  with  reference  to 
the  development  for  the  future.  This  first  crude  di- 
vision of  profit  and  loss  accounts  may  not  in  extensive 
operations  determine  satisfactorily  the  exact  relative 
efficiency  and  economy  of  the  manufacturing  as  com- 
pared with  the  sales  department  or  test  the  alertness 
of  the  selling  force  as  compared  with  the  producing 
force.  But  even  this  simple  arrangement  and  these 
subdivisions  may  assist  the  management  to  ascertain  in 
general  the  cost  of  production  as  compared  with  the 
cost  of  selling  and  generally  to  throw  light  upon  cer- 
tain of  the  intricate  problems  of  management  and  give 


k 


Mi 


COST  ACCOUNTS 


data  which  would  make  it  possible  to  eliminate  at  least 
easily  discoverable  causes  of  loss  and  develop  plans  that 
promise  gain. 

37-  Consideration  of  some  primary  facts  in  account- 
ing problems. — In  order  to  illustrate  what  has  been  said 
with  respect  to  the  classified  profit  and  loss  statement 
and  what  has  been  said  with  reference  to  the  net  gain 
being  shown  from  a  comparison  of  balance  sheets,  atten- 
tion is  directed  to  Table  2,  which,  like  Tables  1,  3,  and 
4,  is  founded  upon  the  primary  facts  shown  in  Green- 
dlinger's  "Accountancy  Problems"  (second  edition),' 
showing  the  balance  sheets,  December  31,  1896,  the 
profit  and  loss  credit  balance  being  $13,925.  The 
increase  in  the  profit  and  loss  credit  balance  in  Table  3 
to  the  sum  of  $21,335.90  indicates  that  there  has  been  a 
net  gain  of  $7,410.90  during  the  year.  It  does  not 
indicate  how  the  profit  was  made  nor  show  the  manu- 
facturing account  expenses  as  distinguished  from  those 
of  the  selling  or  trading  account  to  indicate  the  effi- 
ciency of  the  manufacturing  as  compared  with  the  sell- 
ing division,  either  of  which  might  have  been  conducted 
improperly  and  still  show  a  satisfactory  result  when  all 
the  figures  are  merged  in  one  item. 

During  the  year  it  will  be  seen  from  the,  facts  shown 
that  assets  have  increased  $93,535.90,  an  increase  of 
$7,010.90.  That  the  habihties  have  decreased  to  $72,- 
200,  a  decrease  of  $400  and  that  the  profit  and  loss 
balance,  the  amount  necessary  to  make  the  two  sides 
of  the  account  equal  is,  in  Table  3,  $21,335.90,  an 
increase  as  stated  in  the  net  gain  of  $7,410,90.  This 
kind  of  infonuation  is  all  tliat  a  very  large  number  of 
establishments  appear  to  desire.  The  figures  showing 
the  gain  in  profits  for  the  year  1897  give  what  is  re- 
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garded  as  satisfactory  information  although  nothing  is 
shown  concerning  the  origin  of  the  gain.  It  would 
perhaps  be  very  difficult  to  convince  those  in  charge  that 
in  one  department  of  the  factory  they  may  have  made 
$12,410.90  and  in  another  lost  $5,000,  which  would 
result  in  the  net  gain  of  $7,410.90.  In  other  words,  the 
gains  coming  from  various  undisclosed  sources  and  the 
losses  from  numerous  ohscure  causes  are  merged  and 
the  identity  of  each  lost  in  a  statement  of  this  character. 

88,  The  revenue  account. — To  bring  out  certain  of 
the  facts  in  the  form  of  a  revenue  account  or  detailed 
classified  profit  and  loss  account,  attention  is  directed 
to  Table  4,  which  is  drawn  from  the  items  sliown  in  the 
trial  balance.  Table  1.  Items  applicable  to  manufac- 
turing and  also  to  trading  and  those  of  a  general  nature 
are  here  separated  as  definitely  as  the  information  given 
permits. 

This,  it  will  he  seen,  is  a  disclosure  to  an  extent  of 
the  historj'  of  the  business  during  the  year  1896.  A 
comparison  may  be  made  of  the  disposition  of  various 
disbursements  for  different  purposes  with  payments  of 
the  same  class  referable  to  the  balance  sheet  in  Table  8. 
By  a  comparison  of  the  classified  profit  and  loss  account 
in  'table  4  constructed  from  facts  in  Table  1  and  one 
constructed' from  the  facts  resulting  in  Table  3  it  is  pos- 
sible for  the  management  to  determine  with  a  fair  degree 
of  accuracy,  certain  definite  facts  and  perhaps  even  in 
connection  with  other  data  to  ascertain  the  wisdom  of  the 
purchasing  policy;  whether  or  not  new  purchasing  or 
selling  markets  should  be  sought;  whether  or  not  a  more 
alert,  experienced  and  active  purchasing  agent  should 
be  employed;  whether  certain  articles  now  purchased 
may  more  profitably  be  manufactured;  whether  certain 
material    heretofore    attainable    through    certain 
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sources  might  be  had  clieaper  by  making  other  possible 
business  combinations;  whether  purchases  were  not  in 
fact  made  recklessly  and  without  the  patient  study  nec- 
essary to  take  advantage  of  the  fluctuations  and  manip- 
ulations of  the  market;  whether  the  inventory  at  the 
end  of  the  year  was  properly  and  painstakingly  set 
forth;  whether  the  proper  rules  for  inventory  taking 
were  applied  not  only  at  this  time  but  one  year  previous; 
whether  the  productive  labor  during  the  year  was 
properly  negotiated  and  adequately  supervised.  In 
this  way  each  separate  item  on  the  debit  side  of  the 
profit  and  loss  statement  would  be  compared.  From 
a  beginning  as  simple  as  this,  a  system  is  developed  to 
allocate  the  items  of  expenditure  in  connection  with  the 
various  (a)  order  numbers ;  (b)  departments,  divisions, 
or  sections;  (c)  the  operations  or  processes;  or,  (d) 
the  machines,  depending  upon  the  kind  of  system 
adopted. 

In  Table  3  the  items  of  material  on  hand  and  pur- 
chased would  be  in  the  custody  of  the  storekeeper  and 
would  be  cared  for  and  issued  out,  to  the  value  of 
$30,000  on  written  requisitions  as  sho^\Ti  in  Chapter  IV 
on  "Material."  The  item  of  productive  labor,  $24,000, 
would  be  represented  by  credits  to  pay  roll  and  charges 
to  the  various  order  numbers,  departments,  operations 
for  machines,as  shown  in  Chapter  III  on  "Labor."  The 
items  of  rent,  fuel,  general  factory  salaries,  insurance, 
depreciation,  interest  on  capital  invested  in  the  fac- 
tory, and  all  such  costs  would  be  distributed  as  bur- 
den in  accordance  with  the  principles  explained  in 
Chapter  V. 

Other  items  appropriate  to  the  manufacturing,  sell- 
ing, and  general  sections  are  illustrated  in  the  descrip- 
tion of  the  various  manuf actiu'ing  operations  as  follows : 
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TABLE  L 
TRIAL  BALANCE  OF  A  &  B  CX)^  JAN.  1,  1897. 

Capital  Stock 960fiOO. 

Plant  and  Machinery $35,000. 

Pnrchases    88,000. 

Sales   96fl00. 

Stock  on  hand  Jan.  1,  1896 15,000. 

Labor   84,000. 

Salaries    9,600. 

Travelling  Expenses 9,500. 

Interest    600. 

Stationery  and  Printing 1,900. 

Rents  and  Taxes 3,500. 

Discounts  and  Allowances  1,950. 

Fuel    3,000. 

Insurance  (One  yr.  from  7/1/96) 1,150. 

Freight 1,500. 

General  Expenses 600. 

Bank  Overdraft 5»000. 

Creditors    4,000. 

Accounts  Receivable  95/)00. 

Rent  of  Steam  Power 1*W0. 

Cash  on  Hand 900. 

Loan  Account  7/)00. 

$165,500.    $165,500. 
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TABLE  II. 
BALANCE  SHEET  OF  A  &  B  CO.,  AS  OF  DEC  31,  1896. 

IJABILITIE8 

Capital  stock 963,600. 

Bank  Overdrafts 5,000. 

Creditors  (Accts. 

Pay.)    $4,000. 

Profit  and  Loss 

Balance   13,925. 


Cash   $     200. 

Debtors    (Accts. 

Rec.)    $95,000. 

Less  Discount  at  35       750.    94,950. 


Loan  Acct  Bills  Rec 7,000. 

Inventory  19/31/96   93,000. 

Insurance  Unexpired 575. 

Plant    and    Machin- 
ery     $35,000. 

Less  Depredation...     3,500.  31,500. 

$86,595. 


$86,595. 


TABLE  III. 
BALANCE  SHEET  OF  A  &  B  CO.,  AS  AT  DEC.  31,  1897. 

ASSETS 


Cash    $     475.00 

Debtors    (Accts. 

Rec.)    $26,970.00 

Less  Discount  at 

3%    809.10    26,160.90 


Loan  Acct.   Bills  Receiv- 
able         6^00.00 

Inventory  12/31/97   23,800.00 

Insurance,  Unexpired   . . .  600.00 

Plant    and    Ma- 
chinery    $40,000.00 

Less     Deprecia- 
tion       4,00a00    36,000.00 


$93,535.90 


LIABILITIES 

Capital  Stock $63,600.00 

Creditors     (Accts. 

Pay.)    $4,600. 

Bills  Pay.   4,000.      8,600.00 

Profit  and  Loss 
Balance  91335.90 


$93,535.90 
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TABLE  rV. 

PROFIT  AND  LOSS  ACCOUNT  OF  THE  FIRM  OF  A  &  B  CO^ 

DEC.  31,  1896. 

To  cost  of  raw  material  By    rent    of    steam    power 

Stk.  at  begimiimg. $15,000.  (Earnings)     9  1»500. 

Purchases     daring  Bj  Balance  to  Trading  Sec- 

yr.  38,000.  tion,  being  cost  of  manu- 

facturing  M^TS. 

53,000. 
Deduct    invt.     @ 
end  of  year. 93,000.  $30/X)0. 

Labor  (Production) 34,000. 

Rent,  Taxes  of  Factory..  3,500. 

Fuel  (Power) 3,000. 

Freight  (Inward)  1,500. 

Insurance  (6  mos.) 575. 

Depr.  on  Plant  and  'Ma- 
chinery   (10%   on   $35,- 

000.)   3,500. 

$66,075.  $66,075. 

To  Mfg.  Sec.  (Costof  mfg.)     64,575.     By  Sales 95fiOO. 

Travelling  Expenses, 
Salesmen   2,500. 

Disc,  Returns  and  Al- 
lowances         1,S50. 

Reserre  for  losses  on 
book  debts  (3%  on  $25,- 
000.)   750. 

Salaries,  Proportion  of..       6,000. 

Ste.  &  Ptg.  &  Office 
Supplies 1,200. 

Exp.  and  Sales  General . .         600. 

BaL  carried  down 18,125. 

$95,000. 

To  Interest 600.                                                      

Proportion  Officers'  Sala-  $95,000. 

ries    3,600.  = 

Net  Profit 13,925.     By  Bal.  Brot  Down 18,125. 

$18,125.  $18,125. 


Professor  Greendlinger,  in  his  work  "Accounting, 
Theory  and  Practice,"  sets  forth  the  character  of  the 
items  that  will  appear  on  the  debit  and  credit  sides  of 
the  manufacturing  and  trading  account  as  follows : 

1.  Debit  side. 

(a)  Raw  materials  at  beginning  of  given  period. 
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(b)  Goods  in  process  of  manufacture  at  the  begin- 
ning of  a  given  period. 

(c)  The  net  cost  of  goods  purchased  during  a  given 
period. 

(d)  Freight  inward  paid  on  raw  materials  purchased. 

(e)  Labor  expenses.  The  total  of  these  charges 
may  be  called  the  prime  cost  of  the  manufacturing  ac- 
count. 

2.  Against  these  charges  the  credit  side  of  this  account 
will  show; 

(a)  Raw  material  on  hand  at  the  end  of  the  given 
period. 

(b)  Cost  value  of  the  goods  partly  manufactured 
and  remaining  unfinished  at  the  end  of  the  given  period. 

After  making  all  these  deductions  there  will  remain 
the  first  cost  of  the  goods  completely  manufactured  dur- 
ing the  given  period.  This  balance  is  usually  trans- 
ferred to  the  second  section  of  the  manufacturing  ac- 
count, which  contains  the  following  items : 

Debit  side. 

(a)  Transfer  from  prime  cost  (balance  of  first  sec- 
tion of  manufacturing  account} . 

(b)  Factory  expenses,  such  as  rent  and  taxes  of 
factory  and  buildings  used  for  manufacturing  purposes, 
fire  insurance  on  buildings,  etc.,  accrued  whether  paid 
or  unpaid. 

(c)  Supervision;  wages  of  factory  workers,  watch- 
men and  other  men  whose  wages  cannot  be  applied  to 
prime  costs. 

(d)  All  sudi  charges  as  repairs  and  renewals  for 
machinery  and  tools,  ordinary  wear  and  tear  on  ma- 
chinery, tools  and  building  (known  as  depreciation). 

Against  this,  we  will  have  on  the  credit  side,  as  a 
deduction,  the  item  of  expense  on  partly  manufactured 
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goods  on  hand  at  the  end  of  a  given  period,  which,  of 
course,  is  not  a  proper  charge  against  this  period's  work. 
The  balance  then  remaining  is  called  the  first  charge 
against  the  cost  of  production. 

The  discount  on  purchases  might  appear  on  the 
credit  side  of  the  manufacturing  account,  which  would 
be  equivalent  to  showing  it  as  a  deduction  from 
the  inventory.  In  either  case  the  result  is  the  net 
amount  of  the  raw  material  represented  by  the  inven- 
tory, and  the  subtraction  of  the  inventory  at  the  end 
of  the  period  leaves  the  amount  consumed  as  the  charge 
to  manufacturing  cost.  In  the  case  of  royalties  it 
should  be  impressed  upon  the  reader  that  royalties 
earned  should  be  credited  here  only  to  the  extent  that 
they  are  attributed  to  the  financial  period  under  con- 
sideration. Trading  account  always  begins  with  the 
balance  brought  down  from  the  manufacturing  account 
and  selling  expenses,  advertising,  travelers'  salaries, 
outward  freight,  and  kindred  items  shown  as  debits,  to 
ofiFset  credits  resulting  from  sales  less  returns. 

39.  Analysis  of  a  trial  balance. — Cost  accounting  18 
invaluable  when  intelligently  administered,  but  any 
system  of  factory  accounting  must  fail  unless  there  is 
some  administrative  officer  with  sufficient  ability  and 
sound  discretion  to  see  that  items  are  rightfully  deter- 
mined and  assigned  to  their  proper  classes.  Let  us 
assume  that  the  following  items  appear  in  the  trial  bal- 
ance of  the  A  and  B  Company  and  that  they  must  be 
dealt  with  in  determining  the  cost  of  the  manufactured 
article.  Discount  on  purchases;  good- will;  royalties; 
interest  paid  in  advance  by  tlie  company;  interest  (paid 
to  the  company  before  due) ;  commissions  (partly  paid 
in  advance  and  partly  earned;  rent  (paid  in  advance) ; 
fuel  (partly  consumed  and  balance  on  hand). 
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Discount  an  purchascM. — This  aoocxmt  must  appear 
to  reduce  the  laanuf  actoring  cost  and  should  operate  as 
a  reduction  from  raw  material  purdiases,  being  an 
amount  saved  by  the  payment  for  material  bills  within 
the  period  prescribed  in  the  cootrut  of  purdbase. 

GoodrwSL — This  account  is,  under  certain  circum- 
stances, a  proper  cxie  to  cany  on  the  halanrr  sheet,  at 
least  for  a  limited  time  under  conditions  set  forth  in 
the  work  **Accox:nting,  Thsoky  and  Peactice,  Vol- 
ume III  of  Modem  Bumness,  but  any  anKxmt  diarged 
off  into  operating  expenses  that  fairly  represents  the  fac- 
tory operations  should  appear  appropriately  in  the 
record  of  costs. 

SoyaUies. — When  this  account  represents  royalties 
paid  in  connection  with  manufacturing,  the  item  should 
appear  in  the  manufacturing  section  of  the  classified  loss 
and  gain  account  and  in  the  cost  sheets  upon  a  basis 
to  be  determined.  If  any  part  of  the  amount  repre- 
sented in  this  account,  however,  is  paid  in  advance  to 
cover  articles  to  be  manufactured,  only  sudi  portion  of 
the  total  as  represents  goods  actuaUy  manufactured 
during  the  period  should  be  included  and  the  balance 
of  the  amount  should  be  carried  into  the  balance  sheet. 
If  the  royalty  account  represents  earnings  by  the  com- 
pany, being  royalties  which  the  company  has  paid  and 
which  will  appear  in  the  manufacturing  section  lessened 
by  the  royalties  earned,  it  may  appear  as  a  credit,  be- 
ing treated  in  the  same  way  as  rent  of  steam  power. 

Interest  paid  in  advance  by  the  company. — Such  an 
item,  to  the  extent  that  it  represents  interest  not  accrued 
is  an  asset  to  the  corporation  and  is  not  an  expense  and 
should  not  appear  in  the  loss  and  gain  account. 

Interest  paid  to  the  company  before  due. — This  ac- 
count to  the  extent  that  it  is  not  accrued  represents  a 
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liability  of  the  company  to  parties  making  the  payment 
and  should  not  appear  in  the  costs. 

Commissions^  partly  paid  in  advance  and  partly 
earned. — If  this  account  represents  commissions  paid 
by  the  corporation  to  the  extent  that  they  have  not  yet 
accrued  they  will  not  appear  in  the  cost  sheets.  If 
this  account  represents  earnings  by  the  company  only 
such  portions  as  have  accrued  will  appear  as  credits  in 
the  appropriate  section  of  the  classified  loss  and  gain 
statement. 

Rent  paid  in  advance. — ^If  this  item  represents  fac- 
tory rent  to  the  extent  that  it  is  not  accrued  it  is  not 
a  cost  to  the  manufactured  product  but  an  asset  and 
should,  therefore,  not  appear  in  the  classified  loss  and 
gain  statement. 

Fuel,  partly  consumed  and  balance  on  hand. — The 
amount  of  fuel  not  yet  consumed  is  an  asset  to  the  com- 
pany and  should  not  be  represented  in  the  costs  for  the 
period  covered  by  the  statement. 


\ 
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40.  Element  of  factory  cost. — Primarily  the  elements 
of  factory  cost  consist  of  material,  labor,  and  burden. 
Labor  is  treated  in  this  work  in  advance  of  the  Chapter 
on  "Materiai,"  and,  perhaps,  out  of  what  is  generally  re- 
garded as  the  logical  order,  for  the  reason  that  in  the 
industrial  works  illustrated  by  the  explanations,  illustra- 
tions, and  citations,  much  of  the  material  that  is  used 
has  previously  had  labor  expended  upon  it,  and  for  the 
additional  reason  that  the  subject  of  labor  is  first  en- 
countered in  connection  with  the  various  leading  fac- 
tories illustrated,  and  material  follows. 

41.  Meaning  of  labor. — Labor  is  divided  by  writers 
into  various  classes  and  grades,  but  for  the  purpose  of 
this  chapter  it  will  be  considered  as  being  confined  to 
services  that  are  rendered  in  connection  with  manual 
employment  in  the  works.  The  amount  expended  may 
be  in  connection  with  ver^'  numerous  departments,  pur- 
poses, or  operations.  It  may  be  in  aid  of  manufactur- 
ing processes  directly  designated  as  productive  or  it 
may  be  wholly  or  partly  for  building  repairs,  plant  re- 
pairs, erection  of  plant,  erection  of  buildings,  sundry 
labor,  boiler  men,  engine  men  and  stokers,  general 
utility  men,  etc.,  or  for  an  infinite  variety  of  subdivi- 
sions of  non-productive  work.  The  supervisor  of  labor, 
superintendent,  or  shop  foreman  especially  employed 
for  tliis  purpose,  should  keep  constantly  available  ae- 
curate  records  of  all  labor  employed  and,  in  connection 


with  this  subject,  there  should  he  such  a  system  em- 
bracing written  directions,  orders,  and  instructions  as 
to  make  it  impossible  for  misunderstandings  to  exist. 

42,  Work  orders, — In  the  case  of  a  manufacturer 
with  a  small  business  under  the  primitive  conditions 
common  to  such  industries,  verbal  orders  and  directions, 
particularly  when  the  work  is  conducted  under  the  im- 
mediate supervision  of  the  proprietor,  are  adequate  and 
satisfactory,  but  under  modern  circumstances  diflBcul- 
ties  following  verbal  communications  have  multiplied 
with  great  rapidity.  The  owner  or  manager  of  the 
works  cannot  constantly  be  present  nor  can  he  carry  in 
his  mind  with  precision  the  complete  details  of  the  work 
to  be  accomplished,  involving  as  it  often  does  combina- 
tions, intricate  adjustments,  and  complex  mecbanical 
construction. 

The  capacity  of  the  human  mind  is  definitely  limited, 
and  especially  with  respect  to  matters  of  detail  in  con- 
nection with  specifications  of  labor  to  be  accomphshed; 
as  in  a  large  number  of  orders  with  widely  varying 
conditions,  there  should  be  required  a  proper  and  scien- 
tifically simple  written  record.  Such  records,  it  need 
hardly  be  obser\'ed,  should  be  so  clearly  stated  as  to  be 
easily  imderstood  and  of  the  most  definite  character. 
The  system  should  be  so  arranged  and  planned  that  the 
written  communication  or  order  form  should  be  limited 
in  its  use  to  foremen,  assistant  foremen,  or  those  in 
charge  of  the  men  performing  the  most  common  kind 
of  manual  labor,  under  whatever  title  is  appropriate. 
It  is  in  connection  with  the  original  order  for  work  to 
be  accomplished  that  we  can  expect  to  find  a  proper 
foundation  and  basis  for  entries  in  cost  accounting  sys- 
tems. One  of  the  principal  difUculties  to  be  encoun- 
tered is  to  definitely  place  the  responsibility  for  carry- 
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The  ideal  modem  organization  unceasingly  attempts  to 
develop  effective  policies  in  connection  with  the  examina- 
tion and  analysis  of  labor  detail.  The  workmen  when 
practicable  are  given  information  on  the  work  cards  as 
to  the  labor  to  be  undertaken,  the  location  and  composi- 
tion of  tJie  material  to  be  operated  upon,  the  course  to 
be  followed,  and  details  of  a  character  to  result  in  a 
definite  understanding  of  their  relations  to  the  other 
factory  processes, 

44.  Determination  of  labor  efficiency. — The  manager 
of  the  plant  must  detemiine  from  his  system  tlie  uni- 
versal question,  continually  reappearing,  as  to  the  rela- 
tive efficiency  of  men.  That  imiversal  cry  for  results 
from  the  exertion  of  not  only  human  mind  but  human 
body  appears  at  this  stage  of  factory  life  in  all  its  force. 
The  term  "labor"  in  this  connection  means  nothing 
definite.  It  may  describe  a  person  of  the  greatest  ef- 
ficiency or  of  the  greatest  worthlessness.  There  is  much 
need  of  a  measure  of  worth,  a  measure  of  constancy,  a 
measiu-e  of  productivity,  and  every  blank  and  every 
form  and  every  index  card,  every  summary,  recapitula- 
tion, and  analytical  statement  that  may  be  devised  has 
for  its  object  the  disclosure  of  relative  efficiency  and  the 
disclosure  of  tlie  disposition  and  the  power  of  men  to 
perform  tasks.  Every  obstacle  is  placed  in  the  way 
of  a  full,  fair,  and  effective  disclosure  of  these  facts  by 
those  in  the  management  or  in  the  laboring  force  who 
expect  to  be  affected  adversely  by  such  exposure,  and 
still  the  contest  goes  on.  On  one  side  the  motive  is  to 
disclose  idleness,  to  locate  adequate  performance,  to 
indicate  fraud,  to  assign  responsibility  and  detect  in- 
.  efficiency.  On  the  other  hand,  there  is  a  general  indis- 
" ""  *  n  of  a  large  number  of  indiWduals  in  the  organ- 
'  do  their  duty  either  from  a  general  languid 
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ing  out  the  various  work  orders  to  be  execi 
labor  is  often  so  lacking  in  appreciation 
bility  and  in  the  type  of  intelligence  necesa 
stand  the  most  simple  forms  and  blanks  c 
that  the  orders  must  be  construed  by  me 
advanced  grade  of  perception  and  with  a 
responsibility  for  the  execution  of  the  woi 

48.  Problems  of  labor  administration. — ^I* 
beginning  of  the  industrial  system  to  the^]| 
every  conceivable  plan  has  been  adopted 
countability  for  energy,  and  for  the  pre' 
tion  of  labor  expenditure.     Much  has  be 
the  subject  and  much  has  been  solved,  but "^ 
lems  of  labor  administration  of  to-day 
complicated  in  actual  practice  as  herel 
has  been  in  this  matter  in  many  estab^ 
much  system  with  too  little  informatio 
frequently  the  largest  item  of  expense 
with  manufacture  and  its  consideratioi 
problem  which  most  manufacturers  ha 
with.     It  is  not  alone  the  problem  of 
men  on  the  lowest  possible  basis  but  t( 
organize  their  forces  in  order  to  extract 
dividual  the  utmost  possible  amount  oi 
price  paid.     Waste,  misdirected  effort,  . 
tion  resulting  in  enormous  losses  must 
and   prevented.     Delays   are   to   be   fc 
proper  system  of  espionage,  the  purpos 
prevent  the  class  of  losses  where  the  calc 
in  the  pay  roll  is  based  upon  time 
formance. 

Every  cost  accounting  step  which  is  i 
pages  which  follow  is  the  result  of  a 
plans  to  increase  productiveness  and 


and  definitely  gives  the  status  of  the  men  in  connection 
with  the  work's  operation. 

46.  Method  of  distribution  of  labor. — Of  course,  the 
method  of  distribution  of  labor  depends  upon  the  man- 
ner in  which  the  cost  accounts  are  kept.  If  the  records 
are  kept  based  upon  order  numi^ers,  the  labor  is  to  be 
distributed  upon  cost  sheets  for  each  and  every  order 
number,  and  the  proper  cost  accounting  blanks  should 
provide  for  the  labor  items  in  connection  with  each  order 
as  well  as  for  those  of  unproductive  labor  upon  final 
distribution  of  burden.  If  the  cost  accounting  system 
is  kept  by  departments,  the  distribution  of  pay  roll 
should  contemplate  separation  of  the  items  of  direct  or 
productive  labor  for  eacli  department,  properly  grouped- 
to  show  in  connection  with  the  analysis  an  intelligent 
summary  of  the  results.  When  the  cost  system  is  kept 
according  to  processes  or  operations  the  distribution  of 
the  pay  roll  should  conform  to,  and  the  cost  sheet  pro- 
vide for,  labor  distribution  from  pay-roll  sheets  so  that 
eadi  operation  will  have  included,  with  the  items  sep- 
arated, the  proiier  proportion  of  the  labor  taken  from 
the  analysis  of  the  entire  pay  roll.  When  the  cost  sys- 
tem is  based  upon  machines,  as  is  sometimes  the  case, 
the  cost  sheet  shoidd  show  the  element  of  labor  which 
has  to  do  with,  and  is  created  in  connection  with,  ma- 
chinery. Whatever  the  basis  may  be,  whether  based  on 
order  numbers,  department  operations,  or  machines, 
the  vital  tiling  is  to  have  the  distribution  made  as  the 
result  of  careful  analysis  and  sound  discretion. 

47.  Recording  ft'me.— Mechanical  devices,  such  as  the 
clock  records,  are  employed  to  assist  in  pratoptfalg  tbe 
pay  rolls  made  up  ii1  mI  of  the  iililljgjjlp  fcalf- 
month    from    '  il;    frotn    v 
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and  the  neglij^nce  a1wa}'s  to  be  coimdered  in  dealing 
with  this  subject-matter.  An  infinite  variety  of  such 
mechanical  devices  are  pressed  upon  the  attention  of 
the  pubUc  and  doubtless  virtues  exist  in  each.  A  stu- 
dent of  this  subject  should  carefully  refrain  from  as- 
suming that  any  particular  system  or  set  of  devices  will 
ever  be  universally  satisfactory  and  must  be  continually 
on  his  guard  to  detect  faults  and  apply  remedies  ap- 
propriate to  ftie  situation  immediately  confronting  him- 
Every  successful  plan  of  recording,  distributing,  and 
safeguarding  the  pay-roll  account  must  be  the  result  of 
the  most  careful  study  in  advance  of  installatioD. 
In  very  large  estabhshments  methods  are  employed 
that  would  be  entirely  inappropriate  in  the  case  of  less 
extensive  operations.  But  there  must  be  some  record 
satisfactorily  insuring  the  accuracy  as  to  distribution  of 
time  expended  in  coimection  with  everj'  branch  of 
manual  labor.  Possibly  that  distribution  may  be  with 
reference  to  various  operations  or  to  departmental  work. 
It  is  pwssible  ajid  frequently  happens  that  for  e^'erj' 
hour  of  the  work  day  of  a  laborer  there  may  be  different 
employment.  The  timekeeping  department,  aided  by 
the  mechanical  devices,  makes  up  the  pay  roll  based 
upon  the  information  contained  in  the  records  of  the 
timekeepers.  Emphasis  must  be  laid  upon  the  point 
that  it  is  vital  that  the  records  for  the  pay  roll  should 
be  protected  in  every  conceivable  way  from  the  possi- 
bilities of  error.  An  infinite  variety  of  occupations 
may  exist  with  extraordinary  variations  in  rates  of  pay 
for  each.  Time  is  taken  perhaps  several  times  a  day 
and  at  least  twice.  A  mark  is  provided  to  be  shown 
in  an  appropriate  blank  indicating  the  facts  as  to  the 
presence  or  absence  of  the  workman  and,  if  present^ 
indication  as  to  his  then  occupation. 


The  descriptions  and  illustrations  which  are  to 
follow  in  this  chapter  will  show  precisely  the  methods 
used  in  certain  typical  organizations  for  checking  and 
filling  out  pay  rolls  from  the  data  which  the  timekeepers 
procure  in  connection  with  every  inspection  which  is 
made.  Practically  all  of  the  situations  amounting  to 
scandals  which  have  heen  disclosed  indicating  frauds 
and  resulting  losses  in  connection  with  labor  cost  in 
large  factories  have  been  traced  to  the  failure  of  time- 
keepers, by  reason  of  their  negligence  or  fraud,  to  show 
accurately  the  facts  which  have  heen  provided  to 
be  set  forth  on  the  blanks  wliieh  are  hereinafter  illus- 
trated. 3Iuch  of  the  information  has  to  be  secured  by 
the  timekeepers  from  personal  investigation  and  inter- 
views with  the  workmen,  and  the  record  is  afterwards 
compared  to  determine  errors  and  check  up  regularity 
of  work  by  interviews  with  others  in  the  same  group  or 
department. 

48.  Classification  of  labor. — It  has  been  suggested 
heretofore  that  a  sharp  line  be  drawn  between  the  wages 
of  men  employed  in  direct  productive  work  as  distin- 
guished from  those  employed  for  the  benefit  of  the  en- 
tire plant  or  for  the  general  benefit  of  all  operations 
on  the  entire  output.  Productive  wages  are,  of  course, 
definitely  fixed  as  belonging  to  the  prime  cost  of  pro- 
duction of  the  particular  article  upon  which  labor  is 
performed.  In  connection  with  the  indirect  or  unpro- 
ductive wages  account  there  are  great  difficulties  and 
many  complex  problems,  which  arise  in  regard  to  the 
distribution  over  the  entire  area  of  operations  which 
receive  a  benefit  in  common. 

Direct  or  productive  lal>or  is  the  subject  of  this  chap- 
ter sudrndirect  or  unproductive  labor  expenditure  will 
be  •jd^^^^Btte  Chapter  on  "Burden."     It  cannot  be 
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too  forcibly  impressed  upon  the  student  of  this  subject 
that  the  greatest  possible  attention  should  be  given  to  in- 
sure accuracy  in  compiling  time  sheets  and  in  supervising 
and  re-checking  all  the  onginal  entries  based  upon  which 
the  pay  roll  is  made.  Any  portion  of  time  of  the  la- 
borer upon  unproducti^'e  work  should  be  indicated  so 
clearly  as  not  to  result  in  misleaduig  information  and 
should  be  carried  to  a  special  account  for  more  deliber- 
ate consideration,  and  for  the  re-distribution  processes 
in  connection  with  the  general  burden.  As  simple  and 
elementary  as  the  records  are  in  connection  with  the 
general  employment,  assignment,  and  recording  of  labor 
transactions,  it  is  here  that  tlie  greatest  looseness  has 
been  encountered.  This  is  due  to  the  indisposition  on 
the  part  of  supervisors,  foremen,  superintendents,  and 
others  in  authority  to  take  upon  themselves  responsi- 
bility for  details,  and  tlie  tendency  to  leave  matters  of 
such  routine  character  entirely  in  the  hands  of  those 
who  may  prove  unworthy  of  confidence.  In  a  great 
many  estabhshments  workmen  themselves  make  their 
o>vn  reports  under  a  system  wliere  no  sufficient  precau- 
tions have  been  taken  to  prevent  fraud  or  errors. 

49.  Pay-roll  distribution, — Having  obtained  the  ag- 
gregate amount  of  the  pay  roll  made  up  from  an  infinite 
number  of  items,  showing  names  and  occupations  of  men 
at  various  times  and  at  varying  rates  of  jJay,  and  record- 
ing the  every  detail  of  service  rendered,  there  comes 
the  necessity  of  general  pay-roll  distribution.  It  is  in 
connection  with  distribution  that  the  greatest  thorou^- 
ness  and  the  soundest  discretion  should  be  exercised. 
The  pay  roll  exhibits  tlie  name  or  number  of  each  person 
employed,  the  rate  of  compensation,  the  amount  of  work 
executed,  the  nature  thereof,  and  the  total  amount 
earned.     The  various  plans  based  upon  which  the  pay 
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roll  is  to  be  prepared  depends  somewhat  upon  the 
degree  of  honesty  and  intelligence  each  obtains  in  con- 
nection with  the  laborers  employed. 

In  certain  lines  of  occupation  and  manufacturing  it 
has  been  observed  that  it  is  customary  to  rely  very 
largely  upon  the  reports  made  by  the  operatives  them- 
selves, and  that  these  are  sometimes  prepared  and  placed 
on  inspection,  subject  to  examination  by  other  em- 
plojres  of  the  same  department,  and  this  in  itself  con- 
stitutes to  an  extent  a  check  upon  accuracy.  The  man- 
agers of  plants  unfortunately  are  frequently  afflicted 
with  the  variety  of  weakness  and  mental  inertia  which 
results  in  personal  ignorance  of  precise  labor  conditions 
in  the  plant. 
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50.  Work  of  labor  department, — All  questions, 
problems  and  duties  connected  with  the  labor  division 
of  cost  accounting  are  under  the  general  supervision  of 
what  is  known  as  tlie  time-keeping  department  or  la- 
bor department.  This  department  may  be  divided 
into  two  sub-departments  or  bureaus;  the  employment 
bureau  and  the  time-keeping  department  proper.  The 
labor  department  employs  and  discharges  the  men, 
keeps  accurate  records  and  indexes  and  time-slips  for 
all  the  men,  makes  out  and  enters  up  pay  rolls  and  time 
sheets,  makes  up  the  pay  cheeks,  and  usually  distributes 
on  the  basis  of  the  time-keeping  records  the  labor  per- 
formed to  its  proper  accounts  and  job  numbers.  The 
employment  bureau  receives  daily  from  the  foremen  of 
the  different  departments  a  statement  showing  the  ex- 
act condition  of  labor  for  that  day,  enabling  them  to 
judge  accurately  just  how  much  labor  and  of  what  kind 
is  needed,  and  men  are  employed  with  this  slip  as  a 
l»a,sis.  AVben  a  man  is  employed,  he  is  set  to  work  in 
s  (mniltcr  of  different  ways.  For  instance,  in  the  Wis- 
i\\it?iiii  Inm  Products  Company's  plant,  the  man  re- 
\WTS  wliat  is  known  as  an  "employment  slip."  (See 
^NiCUW  \  «*n  page  285. )  This  blank  is  given  to  him  at 
^««»pKwiutiit  office  and  filled  out  there  and  the  watch- 

_ji  %^btft  hiiw  fro™  the  employment  office  to  the  near- 

^  ^Hf^^  WmC'*    A  number  of  these  clock  houses  are 
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WISCONSIN  IRON  PRODUCTS  CO. 
Department  of  Labor 


Date 


191 


Pass. 


To Foreman 


Department 


Employment  Diviaion 


By 


Started  to  Work 


Turn 191... 


Occupation 


Registry  No Roll  No. 


O.K. 


O.K. 


Sup't  Dept. 


Timekeeper 


EMPLOYMENT  SUP 

This  slip  is  made  up  at  the  Employment  Office  and  is  given  to  the  new 
employee,  from  whom  it  is  taken  by  the  Timekeeper  on  his  first  round  and 
sent  to  the  Addressograph. 
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si'iittereil  tlmnigli  the  grounds  for  the  purpose  of  record- 
ing the  time  of  employes.     A  clock  card  (see  Figure  2, 
pa^e  287 )  made  up  from  the  employment  slip  contains 
the  employe's  nmne,  register  number,  and  department. 
The  mairs  time  lR*gins  when  he  rings  in  at  the  clock 
hi»use  ilaily  aiul  is  recorded  on  tliis  slip.     The  employe 
is  then  taken  to  lus  department  and  set  to  work.     When 
the  timektvper  goes  on  his  first  round  thereafter,  he 
takes  up  this  employment  ticket  and  substitutes  for  it 
a  bniss  l>adge  iimtainiiig  the  employe's  pay  roll  number. 
The  timekiryer  ivpi^rts  at  the  clock  house  the  pay  roll 
uumlkT  he  has  given  the  man  when  he  returns  from  his 
i\uiiul.     Then  tlie  eliK'k  card  is  taken  to  the  time  office 
and  the  man's  name  is  set  up  in  the  addressograph.     No 
name  ean  Ik*  si*t  up  i)n  this  addressograph  without  the 
.4uth\>ritY  o(  the  employment  slip  which  is  received  at  the 
tiuie  i*tHiV,  ti>gi^ther  with  the  clock  card.     A  duplicate 
•;  the  enipU»yment  slip  is  sent  to  the  employment  office 
A»  v\'aii»leti*  the  card  record  which  is  kept  of  the  em- 
\eve.      This  number,  which  is  given  to  the  employe 
*^    iiv  tiniekii'per,  remains  the  same  as  long  as  he  is 
;;i^»ved  hv  the  ei>rpi>ration.     The  addressograj^h  re- 
,..wvi  ^\  iirter  being  '*set  uj)"  with  the  emj^loyment  slip 
^    ».»uiulatiiUi,  is  in  itself  authority  for  issuing  all 
^,  .vXvis  i^i^v  ivlls,  etc. 

V    iK  C    Manufacturing  Company  a  slightly  dif- 

.^  *%.xui.ui  is  t\»lK>wed.     The  man  desiring  work  goes 

15.    ..iA^uev  uient  ottiec  and  if  employed  is  given  a 

, -i,.      Ihis  slip  is  given  to  the  timekeeper,  who 

u,  :tiJJ^*  to  a  UK'ker  in  the  locker  room,  instructs 

"^  .     .    'ic   utioa  i>f  the  recording  time  clock,  and 

.     .    tic   'orenian  of  the  proper  department. 

*^  ...    <    uuch  simpler  than  the  one  in  use  bv 

^x    \r\ja   IVKUicts   Company,   due  to   the 
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OUT 
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OUT 

1-lG 
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3-18 

4-19 
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6-21 

7-22 

8-23 

9-24 
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10-25 

1 1-20 

12-27 

13-28 

14-29 

15-30 

31 

732-1 

Time  Clock  Record 

WISCONSIN  IRON  PRODUCTS  CO. 

CLOCK  CARD 

This  clock  card  is  made  up  from  employment  slip  (Figure  1)  »pd  con- 
tains the  employee's  name,  register  number  and  department.  This  clock 
card  serves  to  protect  the  payrolls  at  the  end  of  the  month. 
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smaller  size  of  the  factory.    An  almost  identical  system 
is  followed  in  the  A  &  B  Manufacturing  plant. 

51.  Time-keeping  department. — The  time-keeping 
department  is  a  far  more  important  one  than  the  em- 
ployment bureau.  This  department  is  responsible  for 
the  regulation  of  a  large  number  of  men.  The  time  of 
these  men  must  be  accurately  taken  and  tlie  way  in 
which  that  time  is  expended  must  also  be  exactly  known 
and  definitely  recorded.  In  comparison  with  the  dif- 
ficulties of  time-keeping,  the  handling  of  material  which 
will  be  treated  of  later  will  seem  very  simple.  Usually 
it  is  the  duty  of  the  timekeeper  to  have  charge  of  the 
time  clock,  to  make  up  such  distributions  and  pay  rolls, 
and  oftentimes,  pay  checks,  and  report  to  emplojinent 
bureau;  to  make  rounds  through  the  several  depart- 
ments twice  or  oftener  in  a  single  day,  to  adjust  the 
various  rates  of  pay  whicli  are  used  for  different  classes 
of  work;  to  make  accurate  note  on  the  record  the  dif- 
ferent occupations  which  a  single  man  may  have  had 
in  one  day  and  the  varying  rates  of  pay  for  each  oc- 
cupation. 

52.  The  pay  roll. — A  good  example  of  the  duties  of 
the  time-keeping  department  can  be  seen  in  the  Wiscon- 
sin Iron  Products  Company  (see  Figure  3,  pages  290- 
1)  is  the  pay  roll  and  the  foundation  of  all  the  dis- 
tribution sheets,  at  the  same  time  being  authority  for 
issuing  pay  checks.  It  is  a  loose  leaf  book  carried  by 
the  timekeeper  as  he  goes  on  his  daily  rounds.  There 
is  a  similar  one  for  the  night  timekeeper,  as  in  this 
plant  tlie  work  goes  on  continually.  The  tunekeeper 
"checks"  his  men  twice  a  day,  once  in  the  forenoon  and 
once  in  the  afternoon.  On  tliis  pay-roll  sheet  appears 
a  column  for  the  name  of  the  employe,  and  adjacent 
thereto,  one  for  his  number.     The  names  are  arranged 
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in  order  of  pay-roll  numbers  and  for  each  man  a  space 
is  given  which  can  allow  for  four,  eight,  or  twelve  dif- 
ferent occupations.  This  is  very  necessarj',  since  for 
this  corporation  it  is  quite  customary  for  a  man  to  work 
at  several  different  occupations  in  the  same  day. 

At  the  beginning  of  the  month  the  men's  names  and 
numbers  are  printed  on  this  pay-roll  sheet  from  the 
addressograph.  The  department  to  which  the  pay  roll 
belongs  and  the  date  for  the  ending  of  the  half  month 
are  given  at  tlie  head  of  the  sheet.  These  leaves  are 
then  bound  in  the  loose  leaf  book  and  given  to  the  time- 
keeper. 

The  timekeepers  have  a  system  of  checking  which 
they  use  in  filling  out  the  pay  rolls  and  a  key  to  this 
system  is  shown  in  Figure  3.  These  checks  show  an 
hourly  day  rate,  an  hourly  night  rate,  a  twelve-hour 
day  turn,  a  similar  night  turn,  fractions  of  a  turn  for 
both  day  and  niglit,  tonnage  for  day  and  night,  and  a 
twenty-four  hour  turn.  All  these  variations  may  occur. 
As  the  timekeeper  goes  through  liis  department  and 
interviews  each  man,  he  finds  out  from  him  exactly 
what  he  has  been  doing  for  that  day  and  checks  his 
answer  in  the  proper  column;  the  same  procedure  with 
the  next  man,  and  so  on  through  the  hst. 

At  the  end  of  the  half  month  a  total  is  taken  for  each 
horizontal  occupation  column.  This  total  is  merely  a 
figure  or  figures  and  the  units  are  determined  by  what 
the  unit  of  payment  is  for  that  occupation. 

Thus,  in  Figure  3,  John  Smith,  No.  5460,  who  had 
been  working  as  a  cuider  snapper,  and  wlio  worked 
only  seven  days  (on  the  fifth  day  working  for  twenty- 
four  hours) ,  we  find  in  the  total  column,  figure  8.  This 
"8,"  as  we  see  by  consulting  the  key  at  the  bottom  of 
the  figure,  refers  to  eight  twelve-hour  turns.     Follow- 
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ing  the  total  column  is  the  rate  column,  showing  the 
rate  of  payment  per  unit  of  labor.  Next  is  the  earnings 
column,  product  of  the  total  by  the  rate.  The  deduc- 
tion column  follows  and  this  is  used  merely  for  in- 
serting the  total  amoimt  of  final  payment  when  an  em- 
ploye leaves  before  the  end  of  the  half  month.  The 
total  of  this  colmnn  is  useful  for  determining  how  much 
money  must  be  on  hand  at  the  end  of  the  half  month 
for  paying  off  purposes. 

The  next  name  is  Frank  Smith,  pay  roll  No.  5461, 
who  has  been  working  for  twelve  twelve-hour  turns  as 
a  laborer.  His  rate  is  $2  a  turn,  but  since  he  is  not 
paid  imtil  the  end  of  the  half  month  the  total  earnings 
are  put  in  the  net  column  instead  of  the  deductions 
colmnn. 

The  next  man,  Joseph  Thomas,  No.  5462,  has  had 
three  occupations  since  the  beginning  of  the  half  month. 
He  started  working  on  the  day  tonnage  scale  on  the 
first  of  the  month;  from  the  second  to  the  fourth  he 
worked  as  a  laborer,  on  twelve-hour  trnns ;  the  fifth  and 
sixth  as  a  cinder  snapper;  and  so  on  through  the  half 
month  as  can  be  seen  in  Figure  3.  His  total  for  the 
three  different  occupations  is  put  in  the  total  column, 
and  the  rate  for  each  occupation  is  put  in  the  rate 
column  following  the  total,  and  the  earnings  column  is 
next.  Here  we  have  the  interesting  situation  in  cost 
keeping  of  one  man  being  paid  at  the  end  of  the  half 
month,  partly  by  day  tonnage,  partly  by  day  turn  at 
one  rate,  and  partly  by  another. 

At  the  end  of  the  half  month  the  book  is  turned  in 
and  a  new  one  given  to  the  timekeeper.  This  book 
goes  to  the  paymaster  where  the  pay  checks  are  made 
out,  the  men  being  paid  twice  a  month  at  these  works. 

53.  The  force  report — From  the  pay  roll  is  made  out 


a  number  of  other  blanks.  On  the  timekeeper's  first 
trip  in  the  morning  he  makes  out  a  force  report.  (See 
Figure  4,  pages  293-4.)  This  force  report  (Figure  4) 
shows  the  exact  condition  of  labor  for  each  day  in  the 
half  month  and  there  is  one  made  out  for  each  depart- 
ment in  the  mill.  This  report  is  moi-e  a  matter  of  in- 
terest to  the  administrative  head  of  the  works  and  to 
the  employment  bureau  than  to  the  cost  accountant,  but 
it  actually  is  the  first  distribution  which  is  made  from 
the  original  entry  in  the  pay  roll  by  the  timekeeper. 
These  sheets  are  made  out  at  the  beginning  of  the  month, 
a  sheet  or  set  of  sheets  for  each  department  and  the  oc- 
cupation column  is  also  filled  out  in  advance,  and  in 
the  standard  column  is  put  the  standard  number  of 
employes,  both  for  tlie  day  and  night,  which  it  is  cus- 
tomary to  have  on  duty.  The  timekeeper  merely  has 
to  put  in  the  proper  figures  in  the  columns  following. 

54.  Recapitulation. — Statistical  reports  are  made  up 
from  this  sheet,  also  a  report  known  as  the  recapitula- 
tion, invariably  designated  recap  in  cost  accounting  de- 
partments. (See  Figure  5,  page  290.)  This  recap  is 
a  small  sheet  showing  the  exact  condition  of  labor  in 
an  abbreviated  form  for  an^  department  during  the 
day. 

Referring  to  the  figure  we  see  that  there  are  five 
columns,  the  first  four  being  a  subdivision  of  labor  into 
its  various  kinds  of  payment.  Extending  horizontally 
are  two  columns,  one  called  the  "day  turn"  and  the 
other  the  "night  turn,"  In  the  column  headed  "salary" 
in  the  line  with  the  column  headed  "day  turn"  is  in- 
serted the  number  of  men  paid  a  salary  to  work  during 
the  day  turn,  and  below  it  tlie  number  of  salaried  men 
working  during  the  night  turn.  The  same  for  tonnage 
men,  day  men,  and  construction  men.     There  are  two 
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total  columns,  and  by  means  of  those  shown  on  the  right 
hand  side  the  superintendent  can  see  at  a  glance  the 
total  number  of  day  men  and  the  total  number  of  night 
men,  and  by  referring  to  the  totals  at  the  bottom,  the 
number  of  salaried  men,  tonnage  men,  day  men,  and 
construction  men  employed  during  the  twenty-four 
hours.  In  the  lower  right  hand  square  appears  the 
total  number  of  men  employed  during  the  twenty-four 
hour  period. 

55.  Who  may  make  out  ike  pay  roll. — In  the  C  Man- 
ufacturing Company  the  pay  roll  is  made  out  in  the 
offices,  and  the  timekeeper's  duties  consist  merely  in 
having  charge  of  the  registering  of  the  employes  on 
the  clock  card.  All  the  data  as  to  time  employed  on 
each  piece  of  work  and  the  amount  of  pay  for  that  time 
is  taken  from  the  job  card  which  is  given  to  the  work- 
man with  each  job.  (See  Figures  6  and  6A,  on  pages 
298  and  299.) 

A  card  of  this  kind  is  filled  out  by  the  workman  with 
his  name,  the  order  number  on  which  he  is  working  and 
some  other  miscellaneous  data  as  shown  in  the  figure, 
and  the  number  of  quarter  hours  allowed  for  doing  this 
piece  of  work. 

56.  Wage  systems. — The  C  Manufacturing  Com- 
pany pays  its  men  by  the  premium  system  and  they  are 
allowed  a  certain  amount  of  time  for  each  job.  If  the 
workman  finishes  in  less  time  than  that  allowed  he  gets 
half  of  all  that  he  saves.  By  means  of  a  macliine  which 
registers  on  the  stroke  of  a  crank,  the  total  number  of 
quarter  hours  elapsed  since  the  beginning  of  the  month 
are  printed  in  the  spaces  in  the  horizontal  columns  en- 
titled "start"  and  "stop."  The  time  clerk,  when  he  re- 
ceives these  cards,  figures  up  the  number  of  quarter 
hours  elapsed  since  the  card  went  out  and  this  amount 
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is   put    in   the   same    row   with   the   printed    figures. 
Then  the  number  of  quarter  hours  is  totalled,  and  by 
means   of  computing  machines  the  cost  of  labor  is 
ascertained  and  placed  directly  beneath  the  total.     It 
is  from  this  card,  rather  than  from  a  timekeeper's 
report,  that  the  distributions  are  made  by  the  cost  de- 
partment of   the   C   Manufacturing   Company.     The 
clock  card  is  checked  at  the  end  of  the  month  with  the 
job  tickets,  thus  preventing  any  padding  of  the  pay 
roU. 

This  matter  of  anticipating  possible  manipulation  of 
the  pay  roll  is  of  the  greatest  importance.     The  fore- 
man's books  should  be  checked  with  the  pay  roll  as  to 
time  and  amount  charged  for  piece  work,  the  calculating 
should  be  verified  with  the  footings  of  the  pay  roll,  and 
it  should  be  determined  that  the  total  agrees  with  the 
amount  represented  by  the  cheek  drawn  for  wages. 
Fraud  in  payment  of  wages  is  hard  to  detect,  but  it  may 
be  largely  prevented  by  proper  precaution. 

The  West  Milwaukee  shops  of  the  Chicago,  Milwau- 
kee and  St.  Paul  Railway  depend  entirely  upon  reports 
from  the  foreman,  and  these  reports  come  in  once  a  day, 

FiouM  7 
CHICAGO,  MILWAUKEE  A  ST.  PAUL  RAILWAY 

' 101... 

KIND  OF  CAR 

EHaiii 

Ho'uns 

AMOUNT  AND  GLAfiS  OF  WOBK           1 

1 

1 

1 

1 

This  ia  the  dip 
tribution  of  it  doily 
tuske  up  their  recor 

on  which  t 
It  goea  to  tb 

riME  SLIP                                                          1 
e  time  office,  and  it  is  from  this  slip  that  they       ■ 

TIME-KEEPiNG  AND  iWAGE  SYSTEMS        801 

showing  the  employe's  name,  the  different  occupations 
in  which  he  has  been  engaged  during  the  day  and  the 
number  of  hours  for  each  one  of  those  occupations. 

57.  The  labor  ledger. —  { See  Figure  7  shown  on  page 
300.)  When  this  slip  is  brought  to  the  time  oflBce 
it  is  entered  up  in  the  labor  ledger  as  shown  in  Figure 
8,  and  has  very  nearly  the  same  form  as  the  pay-roll 
sheet  used  by  the  Wisconsin  Iron  Products  Company. 
(See  Figure  8,  on  page  302.)  There  being  one  sheet 
to  each  employe  for  a  month,  the  left-hand  column 
is  for  occupation,  showing  the  different  pieces  of  work 
upon  which  the  employe  has  been  engaged  during  that 
month.  There  is  a  line  of  "date  cohimns,"  thirty-one 
in  number,  and  in  these  date  columns,  and  in  line  with 
whatever  piece  of  work  the  man  has  been  engaged  on 
for  any  particular  day,  is  put  the  nmnber  of  hours  that 
he  was  engaged  in  that  work.  The  man  is  supposed  to 
put  in  ten  hours  a  day,  payment  being  almost  entirely 
by  the  day.  Hours  and  pay  are  totalled  on  the  ex- 
treme right  and  tlie  grand  total  made  at  the  lower  right- 
hand  corner.  From  this  work  ledger  the  shop  labor  is 
distributed  in  another  book  to  the  various  account  num- 
bers, and  from  this  last  book  reports  are  made  up  for 
the  office. 

This  is  practically  all  the  duties  of  the  time-keeping 
office,  making  one  of  the  simplest  time-keeping  arrange- 
ments known.  The  A  &  B  Manufacturng  Company 
pay  their  men  by  piece-work  and  hour.  The  time  is 
taken  by  clock  and  records  kejit  on  clock  cards.  (See 
Figure  9,  page  303. )  The  hours  from  the  tune  clock  are 
put  in  the  column  called  "clock  hours,"  and  at  the  end 
of  the  half  month  the  work  tickets  are  posted  in  the  col- 
umns called  job  ticket  record,  thus  forming  a  parallel 
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between  the  two  records.  Any  discrepancies  in  time 
can  be  noted  at  a  glance  with  this  system.  The  other 
side  of  the  clock  card  is  used  for  the  other  half  of  the 
month,  making  one  clock  card  for  a  man  per  month. 

The  A  &  B  Manuf  actm*ing  Company  makes  agricul- 
tural implements  and  their  methods  are  necessarily 
somewhat  different  from  those  of  the  C  Manufacturing 
Company.  The  implement  manufacturer  requires  a 
large  number  of  small  rough  made  pieces,  which  can  be 
made  in  lots  of  a  himdred  or  a  thousand,  and  regarding 
which  there  is  no  need  of  such  accuracy,  but  the  C  Man- 
ufacturing Company,  making  high  class  lathes,  boring 
mills,  etc.,  make  a  comparatively  small  number  of  large 
size,  highly  accurate,  and  very  valuable  tool  steel  pieces. 

58.  Other  methods  of  recording  labor. — It  can  be 
easily  seen  that  methods  applied  to  one  organization 
may  be  totally  inapplicable  to  another.  The  work  card 
which  is  given  to  a  workman  at  the  A  &  B  plant  is  a 
rather  complicated  slip.  The  card  itself  is  in  duplicate, 
one  blue  and  one  white.  (See  Figure  10,  page  805.) 
The  white  one  remains  in  the  office,  the  blue  one  in  the 
shop,  and  the  work  card  is  used  over  and  over  again. 
A  small  sketch  is  made  at  the  top  of  the  work  card 
and  the  symbol,  name,  and  size  given.  Below  are  in- 
serted the  department,  operation,  description,  machine, 
location  of  operator,  and  piece  work  price.  These  col- 
umns are  filled  in  before  a  card  is  given  out  to  an  opera- 
tor. Enclosing  this  blue  card  is  a  slip  of  paper  which  is 
so  perforated  as  to  be  detachable  in  two  portions,  which 
we  will  call  A  and  B  respectively.  This  slip  is  shown 
in  Figure  11,  page  806.  The  detachable  portion  is  the 
material  report  and  will  be  considered  in  the  chapter 
on  "Material."  The  other  slip,  which  remains  fastened 
to  the  card,  is  called  the  memorandum  slip,  showing  the 
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date  of  receipt  of  a  partially  filled  order  by  each  depart- 
ment, a  record  of  partial  delivery,  and  a  place  to  show 
the  date  when  the  order  is  completed.  When  the  job 
is  finished  this  memorandmn  slip  is  returned  to  the  su- 
perintendent's office.  There  is  also  another  card  which 
accompanies  the  job  which  very  much  resembles  the  card 
used  in  the  C  Manufacturing  Company.  There  are 
three  of  these  cards,  all  different  in  color  (see  Figure 
12,  page  308),  each  one  being  for  a  different  class  of 
labor.  The  blue  card  for  productive  labor,  yellow  for 
productive  piece-work  and  brown  for  non-productive 
day  work. 

Most  of  the  labor  employed  is  piece  work  labor.  A 
ledger  card  is  kept  wliich  will  he  eonsidered  later  under 
the  subject  of  distribution.  On  these  cards  the  labor 
record,  which  is  rather  interesting,  is  kept.  There  are 
six  blank  spaces  on  tliis  card  allowing  for  record  of  six 
complete  operations.  The  departments  in  wliich  the 
labor  was  done  are  indicated  and  a  description  of  the 
operation.  After  showing  the  check  nmnbers,  date, 
order  number,  and  quantities,  there  appears  the  number 
of  Iiours  of  employment  taken  direct  from  the  work 
card  in  Figure  12.  The  piece  work  rate  Is  shown  im- 
mediately following.  Then  follows  the  total  cost  of 
the  operation  if  it  has  been  done  by  means  of  the  day 
work  rate,  and  the  actual  cost  if  it  was  done  by  piece 
work  rate,  affording  a  most  valuable  comparison  be- 
tween the  day  and  piece  work  prices  for  goods. 

59.  Recording  distribution  of  labor. — From  the  orig- 
inal data,  whether  it  be  a  pay  roll,  as  in  the  Wisconsin 
Iron  Products  Company,  or  a  job  card,  are  compiled 
the  different  labor  distribution  sheets.  The  general 
principle  of  a  labor  distribution  sheet  is  to  divide  the 
total  labor  cost  in  such  a  way  as  to  give  each  account 
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is  to  facilitate  three  classes  of  labor  recognized  at  these  worka.  The  time 
shown  on  tbese  cords  is  potitcd  to  the  time  cards. 


or  order  number  its  proper  items.  For  instance,  in  the 
Wisconsin  Iron  Products  Company  we  have  a  labor  dis- 
tribution, so-cal]ed.  (See  Figure  13,  page  310.)  This 
record  is  made  up  on  a  pay-roll  blank  and  distributes 
all  the  labor  for  the  half  month  by  days  to  the  proper 
account  number.  The  occupations  are  put  in  the  left- 
hand  column  where  "name"  should  go.  In  the  occupa- 
tion column  is  put  alternately  "day"  and  "night,"  dis- 
tributing the  work  into  day  and  night  sections.  Since 
there  is  a  differential  rate  for  day  and  night  work,  the 
rate  for  each  occupation  is  put  as  shown  in  the  rate  col- 
umn, and  in  the  one  headed  items  under  the  grand  head 
of  deductions  are  put  the  account  numbers  in  order. 
These  account  numbers  are  taken  from  a  pamphlet 
called  the  card  of  accounts.  This  card  of  accounts,  a 
sample  page  of  which  is  shown  in  Figure  14,  contains 
some  thirteen  thousand  main  accounts  with  a  mmiber  of 
sub-accounts  denoted  by  tlie  letters  of  the  alphabet. 
Thus,  for  instance,  is  shown  a  page  of  the  card  of  ac- 
counts No.  I.  rail  mill.  Down  at  the  bottom  of  the 
page  is  account  610,  which  is  headed  "tools  and  mis- 
cellaneous accounts,"  and  sub-account  B  is  "tools"  (in- 
cluding labor  in  making,  repairing,  and  maintaining). 
Then,  looking  at  the  labor  distribution  we  see  drill 
grinder  in  account  610B ;  drill  grinding  will  come  under 
making,  repairing,  and  maintaining  tools.  "Tool  men" 
conies  under  this  same  head.  In  this  way  the  entire 
labor  distribution  is  made  by  the  timekeepers  daily  record 
from  the  pay  roll  and  from  the  distribution  of  yard  time. 
60.  Making  up  the  labor  voucher. — It  is  from  this  data 
that  the  labor  voucher  is  made  up,  and  from  the  labor 
voucher  the  labor  items  on  the  journal  vouchers.  These 
journal  vouchers  will  be  considered  at  length  under  the 
subject  of  materials  and  the  final  cost  sheet  of  exhibits, 
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FlOUBE  14. 

NO.  1,  RAIL  MILL. 

605.  Labor  in  Refaibs — Continued. 

n.    Air  compressor,  pneumatic  machinery  and    connections. 

0.  Electric  motors  and  connections, 
p.     Scales  (including  inspection). 

r.    All  other  machinery  and  appliances. 

606.  Labob  in  Maintenance. 

a.  Buildings  and  roofs. 

b.  Yards,  fences,  roadways,  sidewalks,  sewers  and  gas  mains. 

c.  Trestles,  tracks,  track  scales,  subways  and  viaducts. 

d.  Fire  protection  (includes  wages  of  men  while  serving  in 

Fire  Department). 

607.  Material  in  Repairs. 

a.  Eng^ines  and  connections    (Including  material  in  repairs  to 

condenser  plant). 

b.  Heating  furnaces  and  soaking  pits. 

c.  Charging  and  drawing  cranes  and  machinery. 

d.  Roll  trains  and  tables. 

e.  Ingot  buggies,  transfer  cars  and  locomotives. 

f.  Hydraulic  machinery  and  connections  (except  charging  and 

drawing  machinery). 

g.  Hot  saws,  saw  tables  and  hot  beds, 
h.    Cammer  and  connections. 

i.     Straightening  presses,  rollers  and  stands, 
k.    Drill  presses  and  chipping  beds. 

1.  Rail  and  scrap  conveyors. 

m.   Cold  saw  and  cold  saw  tables. 

n.    Air  compressor,  pneumatic  machinery  and  connections. 

o.    Electric  motors  and  connections. 

p.    dcales. 

r.    All  other  machinery  and  appliances. 

608.  Material  in  Maintenance. 

a.  Buildings  and  roofs. 

b.  Yards,  fences,  roadways,  sidewalks,  sewers  and  gas  mains. 

c.  Trestles,  tracks,  track  scales,  subways  and  viaducts. 

d.  Fire  protection  (includes  all  appliances). 

609.  Lubricants. 

610.  Tools  and  Miscellaneous  Supplies. 

a.  Waste,  packing  and  miscellaneous  supplies. 

b.  Tools  (including  labor,  making,  repairing  and  maintaining). 

CARD  OF  ACCOUNTS. 
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Name.. 
Helper. 


FlGURB   18 
DmmzBunoM  or  Tma 
. . .  .CX>AL,  IRON  AND  RAILROAD  OOMPANY 

WOEXS 

.Dept.  Date 191... 

No 

No Turn 


Description  of  Work 

Dept. 

Acct. 
No. 

Occupation 

Hn. 

Rate 

Amount 

Correct. 
WORK  SLIP 


FomiUMn^ 


Figure  19 

COAL.  IRON  AND  RAILROAD  COMPANY 
Distribution  of  Tihb 


Date 191... 


Dept. 


Turn. 


\^< 
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Nttiue  and  Dwcription 
of  Work 

Dept. 

Acct. 
No. 

Occupation 

Hrs. 

Rate 

Amount 

^^  .-■.(».  K. 


Foreman 
TIME  DISTRIBUTION  SHEET 

i  I.. .  .)u  r(  vlk.ttril)uUv>  the  total  work  in  a  department  in  a  day  to  the  different  account 
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TIME-KEEPING  AND  WAGE  SYSTEMS        817 

the  movement  of  orders,  by  merely  opening  his  card 
index,  can  tell  by  this  graphical  arrangement  of  mark- 
ers just  what  the  exact  condition  of  any  order  is  and 
just  what  departments  are  behind  in  putting  that  order 
through.  When  the  job  is  finally  completed,  all  the 
markers  will  be  in  a  vertical  line  and  all  of  them  over 
the  finishing  department.  When  this  occurs  the  shop 
pusher  takes  out  the  cards  from  his  file  and  enters  them 
on  his  register. 
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NAME  OF  PIECE 


INSPECTIONS  AND  DETAIL  COSTS 


' 

0 

0 

1 

DETAILED  COST  SHEET 

This  sheet  is  filled  out  from  the  inspector's  daily  report,  and  he  can,  from 
this  sheet,  determine  at  any  time  the  comparative  cost  of  different  orders  for 
the  same  piece.  The  labor  costs  are  entered  up  on  this  sheet  from  the  daiiv 
work  tickets.  The  right-hand  side  of  the  sheet  is  merely  a  store  room  record. 
The  collection  of  these  sheets  made  up  into  a  book  is  in  the  possession  of  an 
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Pc.  No. 

TOTAL  COST 

Orde    &  Card 

Appropriated 

Store  Room  Record 

Order 

Pea. 

Date 

Order  or  Card 

Pea. 

No.  in  Stores 

3.K. 

kSp. 
ept. 

r. 

Lba. 

I^bor 
Sh.  Exp. 
Total 
One  Pc. 

• 

Order  No. 

W-Y-R-B 
Card  No. 

Start 
Req'd. 

XK. 

kSp. 
ept. 

r. 

Labor 
Sh.  Kxp. 
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One  Pc. 

Order  No. 

W-Y-R-B 
Card  No. 

Start 
Req'd 

).K. 

kSp. 
ept. 

>  • 

I^bor 
Sh.  Exp. 
Total 
One  Pc. 

Order  No. 

W-Y-R-B 

Card  No. 

Start    . 
Req'd 

).K. 

kSp. 
ept. 

• 

TiT.bor 
Sh.  Exp. 
Total 
One  Pc. 

Order  No. 

W-Y-R-B 
Card  No. 

Start 
lieq'd 

1 



).K. 

kSp. 
ept. 

• 
•  • 

T^bor 
Sh.  Exp. 
Total 
One  Pc. 

Order  No. 

W-Y-R-B 
Card  No. 

Start 
Req'd 

).K. 

kSp. 

ept. 

r. 

Labor 
Sh.  Exp. 
Total 
One  Pc. 

Order  No. 

W-Y-R-B 

Card  No. 

Start 
Req'd 

official  called  the  shop  pusher,  whose  duty  it  is  to  see  that  all  work  is  completed 
at  the  time  set.  It  will  be  observed  that  there  is  space  on  this  sheet  for  six 
different  order  numbers,  so  by  turning  to  this  recora  the  shop  pusher  can  see 
just  how  many  orders  of  this  work  there  are  being  worked  on  in  the  shop, 
what  the  store  room  record  for  that  piece  is  and  what  the  total  cost  of  previous 
articles  on  that  piece  have  been. 
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CHAPTER  V 


61.  Material  in  general. — Material  should  be  strictly 
differentiated  from  supplies,  the  former  being  the  term 
employed  when  the  property  enters  directly  into  man- 
ufacture and  the  finished  product;  and  the  latter  when 
indirectly  employed.  Logically,  as  heretofore  ex- 
plained, the  subject  of  material  should  he  considered 
before  that  of  labor,  and  is  so  treated  by  most  text 
writers;  but  the  study  of  the  employment  and  assign- 
ment of  labor  in  connection  with  the  operations  of  the 
industries  herein  considered  naturally  precedes  the 
treatment  of  material.  The  reader  should  keep  in  mind 
the  various  kinds  of  cost  records  already  described,  rep- 
resented by  order  numbers,  by  departments,  by  opera- 
tions, and  by  machines.  As  material  is  purchased  that 
account  is  debited  and  cash  (or  accounts  payable)  cred- 
ited when  the  transfer  occurs.  While  material  remains 
in  the  stores  department  or  in  the  custody,  actual  or 
constructive,  of  some  authorized  person  representing 
the  stores  department,  it  is  an  asset  and  the  inventory 
shows  its  value  as  personal  property.  When  some 
authorized  officer  or  responsible  head  of  a  department 
draws  out  material  for  manufacturing  uses,  the  stores 
account  is  credited  and  the  departments,  representing 
the  "goods  in  process"  are  debited.  The  subject  of 
material  and  the  care  and  responsibility  involved  in  its 
safe-keeping  and  issuance  is  scarcely  less  important 
than  the  one  dealing  with  labor.     In  many  large  works 


MATERIAL  821 

it  is  the  predominating  factor  and  leads  the  trio  of  prime 
costs  in  the  amount  of  value  and  responsibility  in- 
volved, and  deserves  the  utmost  consideration  by  the 
investigator. 

62.  Material  as  an  adjunct  to  "work  in  process." — 
Material  is  said  to  be  united  with  labor  and  expense  in 
the  course  of  "work  in  process"  to  result  ultimately  in 
the  production  of  the  manufactured  article.  The  man- 
ufacturer may  be  considered  as  having  made  an  invest- 
ment in  material,  in  labor  and  in  expense;  the  material 
to  become  subservient  to  labor,  which  in  turn  operates 
upon  and  changes  the  form  of  the  material.  These  two 
united  items,  plus  the  direct  expense,  the  burden  (to  be 
hereinafter  considered),  make  up  the  total  cost  of  the 
merchantable  product.  Material  is  said  to  be  delivered 
to  the  work  in  process  by  its  issuance  from  the  market 
or  storeroom  to  the  individual  or  department  author- 
ized to  receive  it,  where  it  is  placed  in  the  way  of  being 
converted  into  another  form  of  value. 

68.  Material  account  treatment.~^he  treatment  of 
material  should  be  planned  in  conformance  with  the 
general  principles  laid  down,  but  a  specific  plan  should 
never  be  adopted  except  in  view  of  the  special  needs  and 
peculiarities  of  the  business,  and  only  after  sufficient 
time  has  been  given  to  the  study  of  the  conditions.  The 
material  account  in  the  hands  of  the  custodian  of  ma- 
terials should,  as  stated,  be  carried  in  the  ledger  as  an 
asset.  When  issued  to  the  department  making  a  requi- 
sition, it  should  be  credited  to  material  shown  in  the 
ledger  account  as  a  debit  to  "work  in  process."  This 
material  is  as  valuable  or  even  more  so,  if  the  opera- 
tions are  wisely  carried  on,  in  its  changed  situation  than 
before  the  other  elements  are  mingled  with  it.  Tliat 
is,  when  work  has  been  applied  to  it,  when  other  value 


has  been  placed  upon  it,  and  when  experimental  opera- 
tions ha%'e  been  tried  upon  it.  Waste  sometimes  re- 
sults, but  in  the  aggregate  the  total  value  of  the  mate- 
rial presents,  when  the  various  elements  of  prime  cost 
are  united,  a  much  more  valuable  product  than  was  the 
material  as  issued  before  such  modification.  It  is  im- 
portant that  material  should  be  subdivided  into  as  many 
accounts  as  will  be  desirable  in  \'iew  of  its  character 
and  the  demands  of  the  plant.  In  the  forms  (which 
follow)  all  transactions  affect  treatment  of  material  in 
connection  with  three  or  four  leading  industries  of 
varied  character. 

64.  Material  for  repairs. — Material  can  be  divided 
into  two  classes  and  this  is  done  in  a  great  many  fac- 
tories. These  are:  Materials  for  repairs,  of  which  a 
great  amount  is  used  for  this  purpose  only;  and  mate- 
rials for  production.  Frequently  an  entirely  separate 
system  of  cost  accounting  is  appropriate  to  this  repairs 
material.  In  the  Wisconsin  Iron  Products  Company 
plant,  for  example,  the  cost  accoimting  system  and 
storeroom  system  for  handling  material  for  repairs  is 
much  more  complex  than  that  for  the  handling  of  ma- 
terial intended  for  production.  Tlie  reason  is,  un- 
doubtedly, that  in  works  of  this  character  repairs  are 
being  continually  made  to  the  furnaces,  converters,  rail- 
way machinery,  engines,  ore  conveyors,  and  all  the 
complex  machinery  which  is  used  around  such  a  plant. 
The  furnaces  must  be  re-lined  every  so  often ;  the  tuyeres 
must  be  replaced  by  new  ones  at  short  intervals,  and 
there  is  such  a  multiplicity  of  repair  items  that  the  ma- 
terial therefor  almost  overshadows  in  importance  what  ^ 
is  actually  used  for  production  purposes.  Smaller 
plants  engaged  in  the  manufacturing  business,  or  any 
industry  in  which  the  subject  of  repairs  is  not  a  large 


item,  do  not  separate  material  into  these  two  groups. 
They  handle  all  of  it  through  what  is  known  as  the 
storeroom  department.  This  department,  whose  head 
is  called  the  general  storekeeper,  is  engaged  in  what  is 
considered  as  buying  material  from  the  purchasing 
department  and  selUng  it  to  the  various  divisions  of  the 
factory  or  plant  at  cost. 

Any  material  needed  in  the  plant  is  requisitioned 
from  the  store  department,  by  the  authorized  person  or 
department  desiring  it,  by  means  of  an  order.  The 
storekeeper  is  supposed  to  see  that  there  is  an  adequate 
amount  of  required  stores  on  hand  at  all  times.  If  the 
material  desired  is  in  the  storeroom,  it  is  issued  on  this 
order,  which  is  then  sent  into  the  accounting  department, 
where  the  stores  are  credited  and  the  department  re- 
ceiving the  material,  debited.  When  the  storekeeper 
finds  that  he  is  falling  short  of  any  standard  article,  he 
issues  a  requisition  on  the  purchasing  agent,  who  secures 
the  materials  desired  from  some  outside  source  and 
sends  a  copy  of  the  order  issued  and  of  the  invoice, 
when  it  arrives,  to  the  storekeeper  for  his  information 
and  record.  When  the  material  is  received,  quantity, 
quality,  and  price  are  checked  with  the  original  requi- 
sition and  the  invoice.  If  these  are  found  to  agree  the 
invoice  is  passed  to  the  general  oflfices  from  where  it  is 
vouchered  and  paid.  Part  of  the  duties  of  the  store- 
keeper is  to  keep  a  perpetual  inventory,  several  sys- 
tems of  which  will  be  explained  later,  and  from  that 
inventory  to  see  that  a  sufficient  and  complete  hne  of 
materials  and  supphes  is  kept  on  hand.  There  are  any 
number  of  minor  variations  from  this  outUne  of  the 
storekeeper's  department. 

65.  Himsion  of  store  department  supplies. — The 
Wisconsin  Iron  Products  Company  is  one  of  those  cor- 
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884  COST  ACCOUNTS 

porations  dividing  their  store  department  supplies  into 
material  for  repairs  and  material  for  production.  The 
superintendent  of  each  department  when  material  is 
needed  sends  in  what  is  kno¥ai  as  a  store  ticket.  (See 
Figure  21 ,  P&g^  825.)  This  is  a  requisition  on  the 
storekeeper  to  deliver  certain  goods  named  to  tiie 
proper  department.  It  will  be  noted  that  proper 
spaces  are  made  on  this  ticket  for  the  insertion  of  a 
statement  showing  where  the  material  is  to  be  used. 
This  is  important,  for  it  is  from  this  ticket  that  the  clerks 
are  able  to  charge  the  goods  to  the  proper  account  num- 
ber. A  complete  description  of  the  goods  desired  must 
be  given.  After  this  ticket  is  duly  recorded  in  the 
storeroom  it  is  sent  to  the  price  clerk,  who  inserts  the 
proper  price  for  each  article  desired.*  At  the  end  of 
the  day  all  store  tickets  are  sorted,  first  according  to 
departments  and  then  by  account  numbers.  If  the  ma- 
terial is  not  in  stock,  however,  the  storekeeper  issues  a 
requisition  therefor  on  the  purchasing  agent.  The 
purchasing  agent  then  buys  the  articles  desired,  and 
sends  the  invoice  to  the  cost  department  where  it  is  en- 
tered on  the  invoice  register.  (Figure  22,  pages  826- 
827.)  The  invoice  register  is  used  in  connection  with 
a  card  system.  Invoices  are  posted  from  the  invoice 
register  in  the  order  of  their  receipt.  They  are 
sorted  in  the  card  index,  alphabetically  by  ship- 
pers' names.  When  the  goods  are  received  and  checked 
the  freight  and  deductions  are  entered  on  the  in- 
voice register  and  the  invoice  is  put  in  line  for  pas- 
sage by  being  entered  on  the  invoice  list,  which  goes  to 
the  general  oflfice  voucher  department.  ( See  Figure  23, 
page  328. ) 

66.  Material  intended  for  stock. — If  the  material 
ordered  by  the  storekeeper  from  the  purchasinfr 
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register  in  order  of  their  receipt.    As  the  goods  are  received  the  freight  and 
deductions  are  entered  on  this  edieet  and  the  invoice  is  put  in  line  for 
by  being  put  on  the  invoice  list. 
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is  merely  intended  for  stock  the  invoice  is  posted  on  a 
stock  card.  (See  Figure  24,  page  330.)  Invoices  are 
entered  on  that  card  in  the  order  of  their  receipt.  There 
are  two  cards  for  each  kind  of  material.  One  is  kept 
in  the  office,  and  a  dupUcate  should  he  retained  in  the 
storeroom  and  nailed  on  the  bin  in  which  the  material 
is  kept.  Entries  on  hoth  cards  should  be  made  in  du- 
plicate at  all  times  and  tliese  two  cards  serve  as  checks 
on  one  another.  This  stock  card  is  divided  in  the  mid- 
dle by  a  double  red  line.  Everything  to  the  left  of  that 
line  refers  to  incoming  goods;  and  to  tlie  right,  to  out- 
going; and  on  tlie  extreme  right,  the  balance  of  ma- 
terial is  shown;  thus  constituting  a  perpetual  inventory. 
As  the  material  is  issued,  the  quantity,  price  and  net 
value  are  posted  on  the  right-hand  side  and  the  balance 
of  material  is  drawn  down  so  that  the  quantity  on  hand 
is  always  shown.  These  cards  have  a  double  purpose, 
not  only  serving  as  a  perpetual  inventory,  but  also  show- 
ing the  price  at  which  the  goods  must  be  issued.  These 
prices  are  entered  in  the  price  book  (see  Figure  25, 
page  336)  from  these  cards.  Actual  inventory  is  taken 
once  a  year  to  check  these  cards,  when  appropriate 
reconciliation  and  adjusting  entries  are  made.  The 
price  book  is  a  plain  blank  book  alphabetically  arranged 
to  show  the  prices  of  the  various  goods  charged  to  the 
different  departments.  The  storeticket  (see  Figure 
21,  page  325)  shows  prices  inserted  from  tliis  book. 

67.  Material  for  production. — The  material  for  pro- 
duction is  handled  in  a  very  different  way.  Owing  to 
the  immense  amount  of  supphes  required  and  the  fact 
that  it  is  received  in  carload  lots,  it  is  almost  impossible 
to  get  accurate  weights  at  any  specified  time.  The  ore 
is  dumped  into  great  piles  after  being  conveyed  from 
the  ships  by  means  of  ore  conveyors  and  is  left  exposed 
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PRICE  BOOK 
lliis  merely  ebowe  Ibo  prices  of  varioua  gooda  charged  to  the  different 
departmenta  and  ia  made  up  from  the  stock  card.      The  store  tickets  (see 
figuffi  21)  have  their  pricea  ioserted  from  this  book. 

to  the  weather  for  an  indefinite  length  of  time.  It  may 
be  readily  seen  that  there  can  be  no  accurate  accounting 
up  to  this  point  because  the  opportunities  for  waste  are 
so  great  and  because  of  the  large  amount  of  foreign 
matter  in  the  ore.  The  ore  is  distributed  from  these 
great  piles  to  the  furnaces,  into  which  it  is  dumped  by 
means  of  ore-handling  machinery.  There  is  an  at- 
tempt made  to  weigh  this  ore,  but  only  approximate 
results  can  be  ascertained. 

When  the  material  goes  from  one  department  to  an- 
other there  is  the  greatest  opportunity  for  error,  since 
it  has  been  known  to  vary  as  much  as  5  per  cent 
of  its  weight,  due  entirely  to  the  atmospheric  condi- 
■      The  disposition  of  scrap  involves  unavoidable 
This  scrap  is  taken  away  in  small  cars  and 
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MATERIAL  RECEIVED  RECORD 
All  material  received  from  the  outside  for  purposes  of  production  is 
entered  on  this  sheet.    There  are  one  or  more  sheets  for  each  shipper.    From 
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while  it  is  actually  weighed,  still  it  is  usually  in  such 
irregular  form  and  condition  that  a  large  amount  of 
dirt,  cinders,  etc.,  is  contained  in  it.  The  weighing  and 
counting  of  ingots  is  also  often  very  unreliable  for 
various  reasons.  From  these  facts  it  may  he  seen  that 
any  system  of  accounting  for  handling  materials  for 
production  such  as  are  used  in  the  Wisconsin  Iron 
Products  Company  must  permit  of  great  latitude  for 
personal  judgment.  The  clerks'  duties  are  as  much  a 
matter  of  reconcihng  or  editing  weight  reports  from 
the  different  departments  as  they  are  of  actually  doing 
the  appropriate  hookkeeping  work. 

68.  Material  received  record. — When  material  is  re- 
ceived from  the  outside  and  intended  for  production,  it 
is  accumulated  on  the  material  received  record.  {Figure 
26,  pages  332-883.)  This  is  a  loose-leaf  book  in 
which  records  are  kept  for  one  month  at  a  time,  pro- 
viding for  all  the  details  of  tlie  sliipment,  such  as  route, 
voucher  number,  expense  hills  reference,  freight,  date 
of  unloading,  car  number  and  weight.  There  is  a  page 
for  each  shipper  and  room  enough  on  a  page  to  allow 
for  sixty  shipments  during  the  month.  The  totals  of 
material  unloaded  at  the  various  departments  are  trans- 
ferred to  the  stock  record  every  month  (see  Figure  27, 
page  885),  which  gives  a  complete  inventory  of  the 
stock  for  the  month,  showing  stock  produced  or  received, 
used  or  shipped,  transfers  and  balance.  From  this 
stock  record  the  total  of  each  kind  of  material  is  en- 
tered on  the  stock  ledger  with  the  money  value.  This 
stock  ledger  differs  in  no  way  from  the  common  stock 
ledger  used  generally  by  all  companies. 

69.  Material  account  of  the  C  Manufacturing  Com- 
pany.— The  C  Manufacturing  Company  does  not  di- 
vide its  material  into  repairs  and  production  but  keeps 
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it  all  in  one  account  and  treats  it  in  a  similar  way. 
Orders  are  made  on  the  storekeeper  as  heretofore  ex- 
plained. He,  in  turn,  makes  a  requisition  on  the  pur- 
chasing agent  and  shows  a  proper  account  number,  for 
which  the  material  is  requisitioned,  and  invoices  received 
are  entered  on  the  invoice  register.  All  goods  are 
charged  out  to  the  various  departments  at  the  price  at 
which  the  last  of  these  goods  was  purchased.  A  daily 
report  of  material  deUvered  (see  Figure  28,  page  33") 
is  made  out  and  sent  in  each  day  to  the  general  offices. 
This  material  is  delivered  as  a  result  of  an  order  from 
the  foreman,  who  gets  his  authority  from  the  order 
originating  in  the  engineering  department.  { See  Figure 
29,  page  388.)  These  orders  are  a  collection  of  blue 
prints  bound  in  book  form,  one  book  for  each  machine 
tliat  is  made.  They  are  used  over  and  over  again  giv- 
ing full  and  detailed  information  in  regard  to  the  work 
done,  showing  what  department  it  goes  to  and  the  order 
in  which  it  goes.  The  foreman  on  getting  this  order, 
has  the  material  sent  to  him  as  explained  and  sets  the 
men  under  him  at  work  at  that  operation  which  is  to  be 
performed  in  liis  department.  Each  piece  or  set  of 
pieces  is  accompanied  by  two  cards,  one  a  tag  (see  Fig- 
ure 30,  page  339),  which  is  fastened  on  or  wrapped 
with  the  piece  which  shows  the  order  number,  symbol, 
piece  number,  the  number  of  pieces  started  and  the  card 
nimiber.  This  card  follows  the  work  tlu-ough  until  its 
completion.  The  other  card  is  the  work  card.  (S© 
Figure  81,  page  840.)  This  card  also  follows  the  worl 
until  its  completion  when  the  proper  blanks  are  fillei 
out  at  each  delivery  from  one  department  to  anotbei 
The  order  book  (see  Figure  29,  page  838)  is  the  oi 
containing  blue  prints,  there  being  one  for  each  < 
The  original  book  whigh  is  kept  on  file  is  made 
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THIS  TAG  MUST  FOLLOW  PIECES  TO  COMPLETION 


tracings  from  which  the  various  blue  prints  are  made. 
The  casting  clerk  gets  the  order  book  and  orders  the 
proper  castings  from  the  store  department.  He  makes 
out  the  work  card  and  tenders  what  is  known  as  the 
heat  report,  which  is  received  daily  from  the  foundry 
showing  a  complete  record  of  all  castings  made  the  day 
before,  and  enters  this  heat  report  on  what  is  known  as 
the  casting  record  card.  A  set  of  these  cards  is  kept 
in  the  card  index  and  acts  as  a  perpetual  inventory  of 
all  castings. 

After  the  work  cards  are  made  out  by  the  casting 
clerk  they  are  given  to  the  shop  pusher,  who  keeps  them 
in  a  card  index  until  some  department  is  nearly  out  of 
work.  Then  the  proper  castings  are  delivered  to  the 
department,  along  with  the  tag  and  work  card,  and  the 
work  started.  When  the  work  is  commenced,  entries 
are  made  on  the  detailed  cost  sheet  which  was  shown  in 
Figure  15  on  page  818.  This  detailed  cost  sheet  is 
filled  out  daily  from  the  inspector's  report.  The  in- 
spector judges  of  the  qtuliW  of  every  piece  sent  out  and 
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i  his  report  to  the  pusher.     The  work  cards  act  as 

ftrekeeper's  authority  for  delivery  of  the  castings. 

(ry  reports  are  made  out  at  the  end  of  each  month, 

i  the  end  of  each  job,  and  are  turned  in  to  the  gen- 

■ofiices. 

D.  Material  record  of  A  ^  B  Manufacturing  Com- 
'  pany. — In  tlie  A  &  B  Manufacturing  Company's  plant, 
when  an  order  is  sent  out,  a  blue  print  is  made  of  the 
left-half  of  the  onion-skin  requisition  sheet.  (See  Fig- 
ure 32,  page  342.)  The  unit  of  completed  material 
for  the  A  &  B  Manufacturing  Company's  works  is  the 
blue  print  made  for  every  bundle.  The  different  parts 
of  the  bundle  are  listed,  together  with  the  symbol  of 
each  piece  and  the  number  of  pieces  to  a  complete  ma- 
chine and  other  data.  The  two  columns  shown  in  black 
on  the  right-hand  side  of  Figure  32,  of  course,  appear 
white  in  the  blue  print,  and  after  the  description  of  each 
piece  in  the  bundle  is  filled  in  in  ink  on  the  blue  print 
the  order  numlwr  in  the  shop  and  the  number  of  pieces 
required  are  shown.  There  is  one  onion-skin  duplicate 
kept  in  the  blue-printing  department  for  every  bundle 
manufactured,  and  all  data  except  that  put  in  the  two 
right-hand  columns  is  filled  in  on  the  typewriter.  One 
of  the  prints  goes  to  each  department  which  had  to  do 
with  the  making  of  this  bundle. 

In  Chapter  IV  we  noticed  that  there  was  a  detach- 
able sUp  on  the  work  card  which  appears  in  Figure  11. 
This  form  serves  as  a  record  of  all  material  used  in  the 
making  of  a  piece  and  the  slip  is  detached  and  sent  to 
the  superintendent's  office  on  the  date  of  the  delivery  of 
the  material. 

When  the  material  is  drawn  from  the  storeroom  it 
is  entered  up  on  the  stock  card  blank  shown  in  Figure 
14.    These  blanks  are  filed  in  cases,  a  card  index  drawer 
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for  each  of  the  following  items:  cast  iron,  steel  and 
wood.  There  is  a  card  or  set  of  cards  for  every  article 
used  or  manufactured  in  the  plant.  The  unique  fea- 
ture about  tliis  card  which  differentiates  it  from  any  of 
the  other  stock  cards  shown  so  far  is  that  the  balance 
column  controlled  by  the  double  black  line  is  between 
tlie  delivered  and  received  coluftins,  leaving  little  oppor- 
tunity for  clerical  errors  in  drawing  down  the  balance. 

The  ledger  card  which  we  noticed  in  the  last  chapter 
in  Figure  13  is  really  a  cost  card  for  each  piece  manu- 
factured. Both  labor  and  material  are  posted  on  this 
card  and  the  shop  expense  is  also  shown  here,  giving  a 
complete  record  of  the  total  cost  of  each  part.  This 
is  one  of  the  most  concise  ways  of  ascertaining  and  re- 
cording costs  noticed  so  far. 

There  is  another  cost  card  used  which  is  hardly  suit- 
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GENERAL  ORDER  SLIP 
Thia  b  a  general  order  on  the  atorekeeper  made  out  by  the  foreman  for 
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able  for  a  plant  making  such  a  large  number  of  smaH 
parts,  but  which  would  be  admirable  for  an  organiza- 
tion such  as  the  C  Manufacturing  Company.  It  is  used 
by  the  A  &  B  Manufacturing  Company  for  special 
orders.     (See  Figure  88,  page  848.) 

71.  Storeroom  systems. — The  West  Milwaukee  shops 
of  the  Chicago,  Milwaukee  and  St.  Paul  Railway  have 
a  storeroom  system  which  is  very  extensive  and  very 
well  managed  but  not  particularly  unique.  It  provides 
for  the  orders  on  the  storekeeper  (see  Figure  84,  page 
844)  and  requisitions  on  the  purchasing  agent.  (See 
Figure  85,  page  846.)  There  is  always  an  order  from 
the  general  storekeeper  to  the  foimdry  (see  Figure  86, 
page  847)  which  corresponds  to  the  requisition  on  the 
purchasing  agent  (Figure  85,  page  846).  Charges 
against  other  departments  are  rendered  on  bill-heads 
sudi  as  are  shown  in  Figure  87.  There  are  other  order 
blanks  for  orders  on  the  storekeeper  from  outside  par- 
ties. These  are  the  blanks  of  the  different  division 
storekeepers  whidi  are  made  out  in  ordering  from  the 
general  storekeeper. 


Figure  35 

Req.No. 

CHICAGO,  MILWAUKEE  &  ST.  PAUL  RAILWAY 


General  Storekeeper's  Office, 191 

Requisition  roB  Material  on  Purchasino  Agent 


Artides  to  he  delivered  to. 


LEAVE  BLANK 


Description 


General  Storekeeper 

REQUISITION  ON  THE  PURCHASING  AGENT 

TUia  U  tho  general  form  of  requLution  made  on  the  Purchasing  Agent 
Uy  lUu  GuuonJ  Storekeeper. 
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Figure  36 
CHICAGO,  MILWAUKEE  &  ST.  PAUL  RAILWAY  CO. 

ORDER  FOR  SUPPUEB  FROM  FOUNDRY 


No. 


Milwaukee  Shcpa, 101. 

Ship  to  CmcAoo,  BIiLWAUKSB  &  St.  Paul  Railwat  Co. 


% 


Book Page Reqn 

No.  Pieces 

Articles 

No.  Pattern 

For  What  Purpoee 

Ordered  by 

Approved  by .'..., J.  W.  Tatlos 

Storekeeper 

ORDER  ON  FOUNDRY 

This  is  an  order  from  the  general  storekeeper  to  the  foundry  for  an  article 
needed  in  tiie  store  room.  It  corresponds  in  form  *o  the  purchasing  agent'a 
requisition. 
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CHICAGO,  MILWAUKEE  &  ST.  PAUL  HAV 

General  Storekeeper^ b  Office, 

RsQuiBinoN  FOB  Matebial  on  Pdbchasi!  - 


Artides  to  he  delivered  to 


REQUISITION  ON 

This  is  the  general  fonn  oC 
by  the  General  Storekeeper. 
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of  distribution. — The  general 
ing  material  is  much  the  same  as 
The  original  material  order  slips, 
i  been  several  examples  given  in  this 
L  each  day  at  the  proper  departments 
[  order  numbers.  Then  the  entries  are 
ributioa  sheets  direct  from  these  tickets. 
Vone  of  these  distribution  sheets  is  shown 
J  page  850  which  is  a  blank  of  the  Wiscon- 
iducts  Company  distributing  stores  for  one 
I  department  These  sheets  are  made  out 
,  the  original  being  retained  in  the  cost  de- 
1  a  carbon  coj>y  sent  to  the  superintendent 
nent  to  which  it  refers.  At  the  end  of 
1  postings  are  made  to  the  "spread"  or  "dis- 
*  (Figure  89,  pages  852-858).  which  is 
r  large  loose-leaf  volumes.  A  sheet  is  pro- 
[  for  each  month,  for  each  subdivision  for  each  de- 
tent. Different  account  numbers  are  put  in 
■  order  in  the  left-hand  column.  The  next  eol- 
t  following  contains  the  different  voucher  numbers. 
In  the  next  column  or  columns  appear  the  material 
turned  out  I^  that  department.  Again  the  procedure 
begins  with  ^e  account  numbers  and  continues  across 
the  sheet.  For  example,  we  will  consider  the  distribu- 
tion of  the  slab  and  bloom  mill  as  shown  for  the  month 
of  August.  The  first  item  on  the  page  ia  account  508, 
319 
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MATERIAL:  DISTRIBUTION 

voucher  94.  There  is  an  arbitrary  division  between 
slabs  and  billets,  so  that  there  are  two  columns  given, 
one  for  slabs  amounting  to  $113.34,  and  one  for  billets 
of  $192.07.  Thus  the  total  product  of  the  slab  and 
bloom  mill  for  one  month  is  distributed  to  the  various 
account  numbers  as  shown.  Each  account  is  totalled 
and  none  are  carried  forward.  From  this  spread  or 
distribution  tlie  material  voucher  is  made  up.  (See 
Figure  40,  page  354.)  This  is  practically  a  recap  of 
the  spread  displayed  in  a  different  form  so  as  to  serve 
as  a  journal  for  entering  in  the  ledger.  A  great  num- 
ber of  special  vouchers  are  made  up  from  it  and  these 
distribute  expense  to  a  great  number  of  special  expense 
accounts.  From  this  point  it  is  best  to  go  no  further 
at  this  time,  continuing  when  we  come  to  combine  all 
the  information  compiled  by  the  cost  department  into 
the  monthly  cost  sheet  and  exhibits. 

78.  Distribution  of  cost  in  the  C  Manufacturing  Com- 
pany.— Referring  to  Figure  20,  which  is  a  detailed  cost 
sheet,  we  see  that  on  this  blank  can  be  recorded  detailed 
costs  of  actual  labor  and  material  applied  to  an  order 
leaving  out  the  burden  which  is  treated  in  Chapter  V. 
The  cost  is  divided  not  only  for  each  piece,  but  also 
for  every  department  through  which  that  piece  passes. 
A  recap  of  this  detailed  cost  sheet  is  made  on  a  blank 
line  like  that  shown  in  Figure  41.  This  contains  prac- 
tically all  the  information  shown  on  the  larger  sheet,  and 
is  used  to  insert  in  a  loose-leaf  note-book  and  is  carried 
by  the  shop  pusher  when  an  order  is  nearing  completion. 
When  an  order  is  entirely  completed  this  form  is  de- 
stroyed and  the  detailed  cost  sheet  is  preserved  for  future 
reference.  There  is  another  cost  sheet  {see  Figure  42, 
page  356)  which  is  sent  in  to  the  office  at  the  comple- 
tion of  an  order.     It  is  also  a  recap  of  the  detailed  cost 
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MATERIAL:  DISTRIBUTION 

sheet  and  the  following  items  are  filled  out  in  the  cost 
department;  the  two  dates  in  the  upper  left-hand  cor- 
ner, the  name  of  the  order  in  the  upper  middle,  number 
of  machines  and  the  symbol.  The  "shop  order"  space  is 
filled  in  by  a  numbering  machine.  The  office  order 
number  is  inserted  in  the  proper  space  and  the  number 
of  hours  for  pattern  work,  machine  work  and  erecting 
are  inserted,  being  taken  from  the  detailed  cost  sheet. 
The  total  labor  costs  for  each  one  of  those  classes  of 
labor  is  ascertained  from  the  same  source  and  the  cost 
of  one  machine.  The  entire  cost  is  then  totalled  and  in- 
serted in  the  column  headed  "labor."  An  item  called 
"job  expense"  will  be  noted  just  below  the  total  labor 
line.  This  will  be  treated  later  under  the  subject  of 
burden.  The  material  cost,  both  total  and  for  one 
machine,  is  made  out  from  the  material  record  described 
before.  Everything  else  on  this  sheet  is  filled  out  in  the 
office  and  the  report  is  then  filed  in  the  office  giving  con- 
cise data  as  to  the  cost  of  making  machines. 

74.  Distribution  of  cost  in  railway  shops. — The  shops 
of  the  Chicago,  Milwaukee  &  St.  Paul  Railway,  at  West 
Milwaukee,  have  a  large  number  of  distribution  blanks, 
a  few  of  which  are  worthy  of  notice  in  this  connection. 
Figure  43  (page  858)  is  a  sheet  showing  the  cost  and 
detail  of  repairing  an  engine.  The  data  for  this  cost 
sheet  is  made  up  from  the  material  slips  and  from  the 
time-book  entries.  The  two  items,  shop  and  store  ex- 
pense, will  be  considered  later  under  the  head  of  "Bur- 
den." Most  of  these  distribution  sheets,  dividing  various 
expenses  between  material  and  labor  in  the  stores  de- 
partment of  these  works,  are  made  up  for  the  use  of  the 
officials.  A  blank  is  shown  in  Figure  44,  pages  360- 
361.  The  information  on  this  sheet  is  also  compiled 
from  the  same  source  as  that  on  Figure  48.     When  an 
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MATERIAL:  DISTRIBUTION  359 

order  is  completed  in  the  shops  all  details  of  the  cost  of 
the  order  and  the  total  cost  are  entered  on  Figure  45, 
page  362.  This  cost  sheet  is  used  in  the  storekeeping 
department  for  comparative  purposes.  A  foundry  is 
run  in  connection  with  this  shop,  and  in  one  part  gen- 
eral castings  are  made  and  there  is  a  cost  sheet  made  up 
from  the  foundry  reports  whicli  come  in  daily.  (Figure 
46,  pages  364-865.)  This  report  goes  to  the  general 
oflBces  at  Chicago.  The  hlank  shows  very  well  the  ex- 
treme care  which  is  taken  in  distributing  the  expenses 
of  scrap,  it  being  divided  into  nine  classes.  Almost  as 
great  care  is  taken  in  this  foundry  as  in  the  Wisconsin 
Iron  Products  Company,  where  the  most  minute  sub- 
division of  scrap  is  also  made.  Near  the  bottom  of  the 
sheet  appears  the  total  foundry  cost,  including  metals, 
cost  of  melting,  molding  and  cores,  and  below  that  is 
given  items  of  burden  which  will  be  considered  in  a  later 
diapter.  A  blank  very  much  like  this  one  is  used  in  the 
foundry  which  makes  only  car  wheels.  The  scrap  J'rom 
the  wheel  foundry  is  all  turned  over  to  the  general 
foundry,  which  accounts  for  no  items  of  scrap  being 
imported.      (See  Figure  47,  pages  366-367.) 

75.  Distribution  of  cost  in  the  A  ^  B  Manufacturing 
Company. — The  A  &  B  Manufacturing  Company  uses 
a  sheet  of  onion-skin.  (Figure  48,  pages  368-369.)' 
It  is  very  much  like  Figure  32,  and  is,  in  fact,  the  same 

'  This  distribulion  sheet  Is  very  important,  as  it  is  from  this  that  all 
the  cost  accounting  is  written  up.  This  sheet  is  known  as  nn  onion- 
fikin  and  is  transparent  so  as  to  allow  blue  printing  to  be  done  through  It. 
At  the  beginning  of  the  season  sheets  like  tiiis  are  typewritten,  a  sheet  f»r 
each  bundle  (as  a  complete  unit  of  parts  is  known)  when  an  order  cornea 
in  with  one  of  these  bundles  the  superintendent  has  the  blue  printing 
department  print  off  a  certain  number  of  these  blanlcs,  one  of  which  goes 
to  each  department  which  has  to  do  with  the  making  of  this  bundle.  The 
two  columns  headed  "order  number  in  shop"  and  "pieces  required"  are 
ftlled  out  in  ink  with  the  necessary  figures  for  the  proper  department. 
These  sheets  act  as  instructions  and  specificationB  for  the  department. 
The  black  part,  which  for  ordinary  purposes  is  not  used,  is  utiliied  at 
the  end  of  the  year  as  a  detailed  cost  account  for  the  different  parts  of 
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DISTRIBUTION  SHEET 

When  an  order  is  completed  it  is  entered  cm  thia  hlAnk.  showing  all  the 
details  of  the  order,  details  of  the  008^  This  sheet  is 

made  up  in  the  office  and  is  used  *^ 


MATERIAL:  DISTRIBUTION 

except  that  it  has  an  additional  amount  of  blue-print 
matter.  In  examining  the  blank  closely  a  heavy  white 
line  will  be  noticed,  next  to  which  appears  in  small  type 
"trim  here."  This  means  that  when  the  blue  print  is 
made  for  the  specifications  the  sheet,  instead  of  being 
full  size  as  shown  in  Figure  48,  is  trimmed  off  at  that 
line.  At  the  end  of  the  season  a  set  of  blue  prints  is 
made,  one  for  each  of  the  specification  sheets  of  which 
we  saw  there  were  a  large  number,  one  for  each  bundle. 
The  whole  sheet  is  printed  and  all  the  space  to  the  right 
of  the  dividing  Une,  which  will  appear  white  in  the  blue 
print,  is  filled  in  as  a  cost  sheet  from  the  labor  and  ma- 
terial records  which  have  been  described.  This  sheet  is 
not  filled  out  until  after  the  inventory  is  taken,  and 
the  four  columns  of  the  main  heading  of  stock  record 
are  filled  out  from  the  inventory  record. 

The  four  columns  referred  to  are  headed:  "Total  cost 
per  hundred"  and,  respectively,  material,  labor,  shop 
expense  and  total.  The  first  two  are  filled  out  from 
the  records  as  described.  The  shop  expense  column  is 
arrived  at  by  percentage  calculation  and  will  be  ex- 
plained in  Chapter  V.  When  the  whole  sheet  is  com- 
pleted it  is  sent  to  the  main  office,  showing  the  stock 
record  for  each  unit  manufactured  in  the  works  and  the 
total  cost  per  hundred  of  each  of  those  items  divided 
into  the  three  main  divisions,  material,  labor  and  burden. 

The  A  &  B  Manufacturing  Company  pays  the  least 
attention  to  the  subject  of  distribution  and  to  the  mak- 
ing out  of  cost  sheets  of  any  of  the  companies  noted, 

each  bundle.  Material  and  labor  are  direct  costs.  Shop  expense  is  bur- 
den or  overhead  expense  nnd  is  divided  accordiDg  to  the  total  number 
of  productive  hours.  For  instance,  if  one  bundle  Is  to  be  charged  95  cents 
per  productive  hour  and  the  cost  of  material  of  tliat  bundle  is  110,  the  cost 
of  labor  ?3,  and  the  average  time  one  and  one^ialf  hours,  then  the  total 
charges  of  that  bundle  would  be  $10,  plu9  $3,  plus  37%  cents,  making  u 
total  of  $13,371/^.  This  system  enables  the  superintendent  to  know  the 
cost  of  any  part  of  a  bundle; 
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868  COST  ACCOUNTS 

providing  for  a  report  once  a  year  instead  of  once  a 
month  or  oftener.  This  practically  ends  the  subject  of 
material  in  its  handling  and  distribution.  In  theory 
the  management  of  labor  is  a  very  simple  matter,  in 
practice  it  sometimes  becomes  most  complicated,  but 
there  are  a  few  cardinal  principles  in  regard  to  the 
handling  of  material,  which,  if  understood,  will  make 
the  most  complex  system  intelligible. 
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76.  Burden  or  overhead  expense. — The  subject  of 
burden  is  one  of  the  most  difficult  and  complex  divisions 
of  cost  accounting.  Burden,  or  as  it  is  commonly 
called,  overhead  expense  is  treated  in  almost  as  many 
ways  as  there  are  factories  sustaining  it.  It  consists  of 
general  and  indirect  expenses,  everytliing  outside  of 
prime  cost  items,  which  do  not  properly  go  on  any 
particular  department,  job  or  account  number.  For 
instance,  while  it  is  simple  to  charge  two  hours'  pay 
against  a  certain  order  number  if  you  have  work  sUps 
showing  that  workmen  have  spent  two  hours  on  that 
order  number,  it  is  not  so  simple  to  find  out  how  much 
of  the  superintendent's  or  foreman's  salary  should  be 
apportioned  to  It.  The  superintendent,  for  example, 
has  undoubtedly  spent  some  time,  and  perhaps  a  great 
deal,  on  the  job  considering  and  working  over  it,  but 
it  is  next  to  impossible  in  the  practical  working  out  of 
the  accoimts  to  get  any  accurate  results  as  to  how  much 
time  he  has  expended  upon  it.  Likewise,  it  is  easy  to 
charge  the  rent  and  insurance  on  a  building  to  a  de- 
partment wliich  alone  occupies  that  building,  but  how  to 
distribute  the  cost  of  that  rent  and  insurance  among 
the  different  machines  and  over  the  total  output  in  the 
department  is  another  matter,  and  so  many  elements 
enter  into  the  problem  that  no  universal  rule  may  be 
given.  It  is  to  be  observed  that  the  subject  of  burden, 
or  overhead  expense,  is  something  that  cannot  be  regu- 
871 
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BURDEN 

is  on  the  unit  basis.  It  will,  however,  be  seen  that  in 
the  case  of  a  factory  turning  out  several  grades  of  the 
same  article,  even  this  could  not  be  used  without  taking 
into  consideration  other  factors,  which  would  charge  the 
greater  part  of  factory  expense  to  the  higher  rather 
than  to  the  lower  grade. 

The  second  method,  which  is  the  percentage  on  prime 
cost,  is  not  to  be  recommended  except  in  small  establish- 
ments where  a  complete  cost  system  is  not  practicable. 

The  third,  or  percentage  on  direct  labor  method,  is 
good  in  any  concern,  but  it  is  not  applicable  in  a  busi- 
ness which  manufactures  both  large  and  small  goods, 
involving  in  one  case  the  use  of  heavy  machinery  and 
in  the  other  a  number  of  small  machines. 

The  fourth,  or  percentage  of  time  spent  by  direct 
labor,  is  probably  the  most  scientific  method  of  dis- 
tributing factor>'  expense.  The  element  of  time  enters  "^ 
largely  into  most  of  the  fixed  expenses  of  the  business. 
This  method,  therefore,  brings  out  very  clearly  the 
great  importance  of  speed  in  attaining  results,  since 
many  of  the  factory  expenses  go  on  the  same  whether 
the  factory  is  running  or  closed  down. 

With  regard  to  the  fifth  method,  machine  costs,  it 
is  to  be  noted  that  machinery  has,  to  a  very  large  ex- 
tent, taken  the  place  of  what  prior  to  machinery  would 
have  been  known  as  direct  labor.  Also  the  most  ac- 
curate costs  can  be  obtained  where  the  predominance 
of  the  cost  is  in  the  cost  of  material  and  direct  labor, 
leaving  only  a  small  amount  of  factory  expense  to  lie 
distributed.  It  follows,  as  macliinery  is  only  another 
form  of  labor,  that  if  we  could,  by  any  process  of  figur- 
ing, compute  the  cost  of  the  machine  in  the  sarae  man- 
ner as  we  can  direct  labor,  we  should  then  arrive  at  a 
more  accurate  record  of  determining  costs.     Only  with 
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respect  to  machinery  which  carries  out  a  distinct  part 
of  the  manufacturing  can  this  method  be  used.  Thus, 
traveUing  cranes,  shafting,  pulleys,  etc.,  cannot  come 
under  this  classification. 

The  factors  that  enter  into  machine  cost  will  include 
the  following:  (1.)  Interest  on  investments;  (2.) 
depreciation;  (3.)  repairs.  To  these  factors  others 
may  be  added,  such  as  rent  of  floor  space  and  amount 
of  power  supplied.  On  arriving  at  the  cost  per  annum 
of  each  of  the  above  factors  in  respect  to  a  machine,  the- 
normal  number  of  hours  tliat  it  will  work  during  the 
course  of  a  j'ear  is  estimated  and  the  total  number  of 
horn's  during  the  year  is  then  divided  into  the  total  cost 
per  annum,  and  in  this  way  we  arrive  at  what  may  be 
termed  the  machine  cost  per  hour.  By  adding  to  this 
the  cost  for  the  man  employed  per  hour  to  operate  such 
machine  or  machines,  we  obtain  what  is  termed  the  ma- 
chine rate. 

78.  Illustrations  of  distribution  of  burden. — It  will 
now  be  interesting  to  see  how  overhead  expense  is  taken 
care  of  in  a  number  of  manufacturing  plants.  One  of 
the  best  examples  is  tlie  Wisconsin  Iron  Products  Com- 
pany. We  left  the  subject  of  labor  with  the  labor 
voucher  sheet,  which,  it  will  be  observed,  had  all  the 
labor  divided  into  various  accounts  and  the  total  for  each 
account  number  noted.  We  saw  that  there  was  a  cor- 
responding siieet  in  the  subject  of  material  called  the 
material  voucher.  From  these  two  records  are  made  up 
the  cost  sheet  exhibits,  and  special  vouchers.  The  cost 
sheet  is  the  ultimate  goal  toward  which  all  cost  account- 
ing processes  point.  There  are  a  large  variety  of  these 
sheets,  but  they  are  so  nearly  alike  that  it  will  only  be 
profitable  to  note  one,  which  is  a  representative  sheet. 
(Figure  49,  pages  376-877.)     The  name  of  the  depart- 
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ment  of  the  works  is  filled  in,  also  the  month  and  year. 
A  blank  is  left  after  the  "cost  of  finishing"  so  that  any 
of  the  structural  shapes,  rails,  plates,  etc.,  may  be  filled 
in.  On  the  left  side  of  the  sheet  is  a  column  for  ac- 
count numbers. 

The  next  column  is  headed  "items."  These  items 
are  separated  from  one  another  by  red  division  lines  into 
classes.  The  first  collection  of  items  consists  of  "long 
bars — Bessemer"  and  "long  bars — open  hearth"  and 
"partly  finished  bars — Bessemer,"  "partly  finished  bars 
— open  hearth."  By  extending  these  items,  finding  the 
proper  amounts  to  be  entered  from  the  production 
sheet,  and  totalling  the  "gross  tons"  colimin,  we  find 
the  "gross  metal  charge." 

In  the  next  section,  which  contains  scrap  items,  also 
obtained  from  the  production  sheets,  is  shown  an  amount 
to  be  subtracted  from  the  "gross  metal  charge,"  leaving 
"net  metal  charge." 

The  next  section,  which  deals  with  fuel  for  heating 
and  miscellaneous  purposes,  is  obtained  from  the  journal 
voucher.  The  three  items  of  labor  which  follow  are 
obtained  from  the  labor  voucher,  and  these  three  items 
— producing  labor,  labor  and  repairs,  and  labor  and 
maintenance — are  totalled.  The  next  four  items;  ma- 
terial and  repairs,  material  and  maintenance,  lubricants 
and  tools  are  posted  to  this  sheet  from  the  stores 
voucher.  ' 

The  rest  of  the  charges  on  the  sheet,  except  labora- 
tory, general  works,  and  contingent  fund  expense,  are 
made  up  from  the  separate  vouchers  and  exhibits.  The 
laboratory  expense  is  distributed  according  to  the 
amount  of  and  kind  of  material  used  by  each  depart- 
ment in  the  laboratory.  The  general  works  expense 
is  distributed  by  a  direct  burden  percentage  charge  and 
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COST  ACCOUNTS 

the  contingent  fund  is  distributed  on  a  tonnai^e  basis. 

All  items  below  "net  metal  charge"  are  added  to  the 
net  metal  charge  making  up  the  grand  total  cost,  thus 
completing  the  purpose  of  the  cost  sheet.  Below,  how- 
ever, is  some  general  information.  The  items  *'noii4 
produced,"  "number  of  hour  turns,"  "tons  producer 
since  January  1"  are  all  made  up  from  the  production 
sheet.  The  item  "cost  of  one  ton  gross  metal  to  one 
ton  product"  is  the  difference  between  the  price  of 
"gross  metal  charge"  and  "grand  total  cost."  The 
item  "average  ton  per  turn"  is  obtained  from  the  pro- 
duction sheet,  and  the  manufacturing  cost  per  ton  since 
January  1st  is  a  statistical  item  obtained  from  this  and] 
previous  cost  sheets.  " 

At  the  bottom  of  the  sheet  is  a  section  headed  "prac- 
tice." The  various  products  turned  out  by  the  depart- 
ment are  put  in  the  proper  column  headed  "products." 
The  rest  of  the  columns  show  in  percentages  of  actual 
tons  of  material  used,  what  the  percentage,  tons  weight 
of  the  product  scrap,  scale,  and  cinders,  and  loss  are  in 
actual  practice.  The  exhibits  of  which  we  spoke  are 
very  much  like  the  cost  sheets  except  that  they  are 
made  up  for  one  special  item — steam,  water,  electriej 
hght  and  power  have  separate  exhibits.  These 
sent  In  along  with  the  cost  sheets  to  the  main  office. 

79.  Expense  distribution  by  the  number  of  prodi 
five  hours. — The  A  &  B  Manufacturing  Company 
tribute  their  overhead  expense  according  to  the  to) 
number  of  productive  hours.     For  instance,  if  a  c( 
kind  of  bundle  is  to  be  charged  25  cents  per  producti^ 
hour  and  the  cost  of  material  of  that  bundle  is  $1( 
cost  of  labor  $3,  and  the  average  time  for  making 
bimdle  one  and  one-half  hours,  the  average  cos*" 
bundle  would  be  $10,  plus  $S,  plus  37^  cents 
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a  total  of  $13,371/2.  This  burden  is  then  distributed 
over  the  different  parts  of  the  bundle  and  inserted  in 
the  blank  in  Figure  48,  page  368,  in  the  extreme  right- 
hand  column.  The  same  figures  are  also  posted  to  the 
ledger  card  mentioned  before  in  Chapter  IV. 

80.  Distribution  on  basis  of  money  value. — In  the 
West  Milwaukee  shops  of  the  Chicago,  Milwaukee  and 
St.  Paul  railway  the  overhead  expense  of  the  stores 
department  is  distributed  on  the  basis  of  money  value 
from  the  material  issued.  They  have  another  item  of 
overhead  expense  which  they  call  shop  expense,  and  this 
is  figured  on  the  basis  of  labor  employed.  This  shop 
expense  covers  all  miscellaneous  labor  which  cannot  be 
charged  to  a  particular  job.  Such  items  as  operation 
of  power  plant,  repairs  made  to  stationary  boilers  and 
engines,  shop  foremen,  clerks,  timekeepers,  etc.,  are 
covered  by  shop  expense.  In  the  C  Manufacturing 
Company,  the  burden  is  divided  on  the  basis  of  the 
number  of  cents  of  cost  per  hour  of  direct  labor.  This 
is  a  sbght  variation  of  the  fourth  division  of  Mr. 
Reckitt's  classification  of  burden,  and  is  very  scientific. 
This  plant  keeps  card  index  records  of  all  machines,  al- 
lowing for  the  depreciation  of  each  machine.  This  de- 
preciation is  written  off  yearly  in  the  main  office.  After 
the  overhead  expense  is  determined  the  lower  half  of 
the  blank  shown  in  Figure  42,  page  366,  is  filled  in  at 
the  ofiice,  also  the  item  of  shop  expense,  giving  the  com- 
plete record  of  the  total  cost  of  the  entire  order  and 
for  one  machine.  The  detailed  cost  sheet  in  Figure  20, 
page  318,  is  also  filled  in,  making  a  complete  record. 

81.  Determination  of  percentages. — Clarence  M. 
Day'  illustrates  in  a  clear  manner  various  bases  of  de- 
termining percentages,  as  follows : 

1  "Accounting  Practice,"  published  by  D,  Appleton  &  Coafpaaj. 
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Dtiermmimg  Percentages 

After  the  material  and  labor  cost  has  been  computed,  for 
either  the  department  or  the  plant  at  large,  a  percentage  is 
added  to  said  cost  to  cover  the  expenses.  More  disappoint- 
ment is  caused  bj  making  errors  in  determining  the  percent- 
ages to  be  emplojed  than  in  any  other  way.  Extreme  care 
should  thenffore  be  used  when  preparing  the  percentages. 


rULCKXTAGB  OP  EXPENSE  BASED  ON  LABOE  COST. 

If  the  percentage  of  the  expense  is  to  be  based  on  the  labor 
chaKe«  ascertain  the  amount  of  the  labor  and  expenses  for 
the  \««ir«  and  divide  the  total  expense  by  the  total  labor. 

Hypothesis: 
Expenses  -r-  Labor  =  Percentage. 
This  percentage  is  the  ratio  of  the  expenses  to  the  gross 
latH>r  chari^\  Consequently,  if  the  charge  to  the  cost  sheet  is 
for  prixluotive  labor  only,  the  productive  labor  must  be  in- 
cnN^s^nl  bv  the  percentage  for  non-productive  labor.  To  de- 
tonuiuo  the  percentage  to  be  added  to  productive  labor  for 
uou  pr\HUiotlve  labor,  divide  the  non-productive  labor  by  the 
juxHluetive  labor. 

Hypothesis: 
\4>it-|^nH7wrf «r   Labor  -r-  Productive   Labor  =  Percentage. 
Tho  ponvntage  is  the  ratio  of  the  non-productive  labor  to 
the  |U>HKictive  labor. 

SELLING    EXPENSES. 

Tho  oojit  of  manufacture  should  be  determined  before  pro- 
\i»iou  J*  nuulo  for  selling  expenses,  because  the  ratio  of  the 
fcvllii^K  expenses  is  to  the  sales,  and  is  not  in  any  way  influenced 
Ji\  the  \t\hoT  or  material  cost. 

Artev  iletennining  the  whole  cost  of  manufacturing  a  per- 
vcu^i*>;v  nlunild  be  added  to  provide  for  selling  expenses.  To 
lU'Uuuiue  llus  percentage,  divide  the  selling  expenses  for  the 
\cav  hv   the  whole  cost. 


Hjfpothtrit: 

Selling   Expcruea  -^  Maiaifacturing   Cost  ^^  Percentage. 
This  is  the  ratio  the  selling  expenses  are  to  the  whole  cost. 

PEK  CENT  AGE    FOR    PEOFITS. 

If  the  intention  is  to  add  a  percentage  to  the  cost  to  provide 
a  profit  based  on  the  sales,  the  best  method  is  to  multiply  the 
whole  cost  by  100  and  divide  the  result  by  the  percentage  the 
whole  cost  bears  to  the  selling  price. 

Hypothesis: 
100  per  cent  — Percentage  for  Profit  ^  Percentage  of  Whole 

Cost  to  Selling  Price;   {Whole  Cost  X  100) -~  Percentage 

of  Cost  =  Price  to  Sell. 

It  simplifies  matters  if  you  charge  all  supplies  to  appropriate 
expense  accounts  and  include  in  the  percentage  costs  a  aiun 
fiuiScient  to  meet  them. 


DISTKIBUTING    TINPBODUCTIVE    LABOR    , 


EXPENSES. 


When  the  expenses  are  applied  to  the  labor  cost  on  a  basis 
of  per  man,  hour,  or  any  method  using  the  labor  as  the  only 
basic  cost,  the  pay  roll  can  be  made  up  according  to  depart- 
ments on  Form  II,  and  the  expenses  and  unproductive  labor 
can  be  applied  in  whole  or  according  to  departments  on  a  per- 
centage basis  or  on  a  basis  of  fifty-two  weeks. 

The  pay  roll  should  be  made  up  according  to  departments, 
and  the  productive  and  non-productive  labor  shown.  The  ex- 
pense chargeable  to  each  department  for  the  week  should  be 
entered  opposite  the  department  and  the  total  expense  of  the 
department  shown. 

The  total  expenses  and  the  non-productive  labor  should  also 
be  shown  in  the  column  provided,  and  the  percentage  to  be  used 
as  a  basis  of  distributing  the  expenses  and  non-productive  labor 
over  the  productive  labor,  determined  by  dividing  the  productive 
labor  by  the  non-productive  labor  plus  the  expenses. 

With  this  method  of  distributing  the  expenses  it  is  a  very 


882  COST  ACCOUNTS 

simple  matter  to  compute  mdirldual  orders  if  you  have  the 
material  and  productive  labor. 

Hifpothesit: 

Cost  of  material $200.00 

Pay  roll  (productive  only) ^ . ., 100.00 

Expenses  65%  of  pay  roll. .  .i 65.00 

Manufacturing  Cost .| $866.00 

Provide   20%    for  profits   and  selling  ex- 
penses. 
($866.00  X  100)-i-  80  =^  SeU  for  $466.26. 

IL    irSE  07  PEBCEHTAGES 

COMPUTING  COSTS.     (First  plan.) 

Plan  of  computing  the  cost  where  the  basic  costs  are  labor 
and  material. 

Cost  of  material $112.60 

Productive  labor $4/7.60 

Non-productive  labor  10%  . 4.76 

Cost  of  labor 62.36 

Cost  of  labor  and  material $164.96 

Expenses  11%  of  prime  cost 18.16 

Manufacturing  cost $188. 11 

Provide  10%  for  selling  expenses. 

Provide  20%  for  profits. 

($188.11  X  100)  -4-70  =  Sell  for.  $261.69 

The  price  to  sell  at  in  order  to  provide  10  per  cent  for  selling 
expenses  and  20  per  cent  for  profit. 
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COMPUTENO  COSTS.     (Sccond  plan.) 

Plan  of  computing  costs  where  the  basic  cost  is  labor. 

Cost  of  productive  labor $93. 15 

Non-productive  labor  10% 9.8* 

Cost  of  labor $10*.  47 

Expenses  60%  of  labor 61.48 

Material 801.70 

Manufacturing  cost , $465.66 

Provide  10%  for  selling  expenses. 

Provide  20%  for  profits. 

($465.65  X  100)  -7-  70  =  Sell  for $665.«1 

The  price  to  sell  at  in  order  to  provide  10  per  cent  for  selling 
expense  and  20  per  cent  for  profit. 
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simple  matter  to  compute  individual  orders  if  you  have  the 
material  and  productive  labor. 

Hypothesis: 

Cost  of  material $«00.00 

Pay  roll  (productive  only) ^ . ., 100.00 

Expenses  65%  of  pay  roll. .  .i 65.00 

Manufacturing  Cost .| $366.00 

Provide   20%    for  profits   and  selling  ex- 
penses. 
($366.00  X  100)-J-  80  =^  Sell  for  $4.56.25. 

n.    XrSE  07  PEBCENTAGES 

coMPunNo  COSTS.     (First  plan.) 

Plan  of  computing  the  cost  where  the  basic  costs  are  labor 
and  material. 

Cost  of  material $112.60 

Productive  labor $47.60 

Non-productive  labor  10%  .  ., 4.76 

Cost  of  labor 62.36 

Cost  of  labor  and  material $164.96 

Expenses  11%  of  prime  cost 18. 15 

Manufacturing  cost $183 .  11 

Provide  10%  for  selling  expenses. 

Provide  20%  for  profits. 

($183.11  X  100)  -T-  70  =  Sell  for.  $261 .  59 

The  price  to  sell  at  in  order  to  provide  10  per  cent  for  selling 
expenses  and  20  per  cent  for  profit. 


CHAPTER  VIII 


INSTALLATION  OF  A  COST  ACCOUNTING  SYSTEM 
ILLUSTRATED 

82.  Organization  of  system. — The  Bridgeport  Brass 
Company  of  Connecticut,  a  corporation  employing 
over  1,000  men,  is  engaged  in  the  manufacture  of 
various  forms  of  metal  sheets,  wire  and  rods,  as 
well  as  other  standard  metal  products,  and  employs 
a  cost  sj'stem  of  whicli  the  following  is  an  outline.  A 
diagram  page  of  the  organization  (see  Diagram  2  shown 
ou  page  385)  shows  the  relation  of  the  various  depart- 
ments to  each  other  and  the  responsibility  of  each,  which 
are  clearly  defined  to  avoid  the  danger  of  any  depart- 
ment performing  functions  that  should  be  appropriately 
performed  by  another.  The  power  o£  officers  is  de- 
rived from  the  directors  through  the  general  manager. 
Tlie  general  offices  are  under  the  control  of  the  assist- 
ant secretary  of  the  company,  and  a  separate  super- 
intendent is  provided  for  each  of  the  following:  the 
raw  material  department,  department  of  plant,  manu- 
facturing department  and  metallurgical  department. 

The  designation  of  each  department  indicates  gener- 
ally the  special  work  that  it  performs ;  under  the  "manu- 
facturing department,"  for  example.  Section  34  is  "as- 
sembling," this  being  the  last  department  to  wliich 
matmfactured  parts  go  before  their  condition  is  appro- 
priate for  shipping  as  a  finished  product.  In  this 
department  the  various  portions  of  the  product  are 
S84 
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brought  together,  adjusted,  or  "assembled"  to  make  an 
article  of  commerce. 

Mr.  Guy  P.  Miller,  treasurer  of  this  company,  indi- 
cates his  clear  conception  of  the  necessity  for  an  ideal 
cost  system.  The  system  has  been  worked  out  with  the 
idea  that  if  it  does  not  currently  prove  itself  it  is  mis- 
leading and  worse  than  useless,  and  that  the  keystone  of 
the  entire  matter  of  preparing  cost  accounting  is  a  scien- 
tifically correet  perpetual  inventory.  To  insure  that  a 
continuous  accounting  of  property  is  correct,  it  is  plain 
that  it  is  essential  that  every  item  of  expense  gets  into 
the  costs  and  that  the  inventory  shall  provide  for  fluctua- 
tions in  the  current  price  of  supplies  and  materials. 

83.  Storea  ledger  requisitions. — It  is  designed  that 
the  perpetual  inventory  of  raw  stores  must  equal  the 
total  balance  of  the  itemized  accounts  on  the  ledger 
account  with  raw  stores.  In  otiier  words,  the  total 
charges  to  raw  stores  account  in  the  private  ledger  are 
balanced  with  the  debits  in  the  stores  ledger  account  in 
the  stores  department,  and  the  credits  to  the  stores 
ledger  {See  Figure  50,  page  387)  are  balanced  with 
debits  to  various  cost  sheets  represented  by  order  num- 
bers in  the  cost  accounting  system.  In  this  system 
everything  tends  to  audit  the  honesty  and  accuracy  of 
the  clerical  force.  Care  is  taken  in  checking  the  ac- 
counts to  determine  that  raw  materials  received  in  a 
certain  month  are  debited  in  that  month,  and  to  allow 
for  material  en  route  and  not  received  imtil  after  the 
invoice  has  been  included  in  the  office  records.  Requi- 
sitions from  the  store  department  (see  Figure  51,  page 
888)  on  the  purchasing  agent  are  made  in  duplicate, 
the  original  going  to  the  purchasing  agent,  the  dupli- 
cate being  held  in  the  office  of  the  storekeeper  in  a  file 
representing  unfilled  orders,  until  the  receiving  depart- 
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Storekeeper's  Requisition  on  Purchasing  Deft.        Article    Tallow 


Dept.  No.  16 


require  for  stock 


the  following  material. 


Purchasiiig  Order  No. 

25799 


1500  lbs.  Tallow 


May  20        1903 


H.  B.  8 Storekeeper. 


Approved 


Storekeeper's  Requisition  on  Purchasiiig  Department. 
Size  of  Slip,  4  by  6  Inches. 


Figure  52 


PURCHASING  DEPARTMENT 

The  Bridgeport  Brass  Company 

Bridgeport,  Conn. 


ORDER  NUMBER  BfUST  BE  PlaAINLT  MARKED  ON  myOICB  AND  PACKAGE 


Form  90. 
Purchase  ORDER  NO.    25799 

To    Norih  Brothers, 
City. 


BRIDGEPORT    May  20th,  1903 
For  Department  16. 


1500  lbs.  Tallow  @  .08  W. 


Please  Ship  At  once. 


THE  BRIDGEPORT  BRASS  CO. 

Purchasing  Department 
PER    H.  E,  S. 


Form  of  Order  Issued  by  Purchasing  Department. 
Size  of  Sheet,  7  by  7}^  Inches. 

888 
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ment  reports  that  the  material  ordered  has  been  received. 
The  copy  is  then  transferred  to  a  file  representing  orders 
filled. 

84.  Purchasing  department  orders. — Upon  receipt 
by  the  purchasing  department  of  the  requisition  of  the 
stores  department  the  order  (see  Figure  52,  page  388) 
is  duly  placed  with  a  vendor  of  the  goods,  the  order 
form  being  executed  in  triplicate,  the  original  purchase 
order  going  to  the  vendor,  the  duplicate  being  placed 
by  the  purchasing  department  on  the  "unfilled"  file  in 
the  purchasing  office,  and  the  triplicate  being  sent  to 
the  shipping  and  receiving  office  as  authority  for  the 
ultimate  receipt  of  the  goods  into  the  factory.  In  some 
establishments  the  orders  are  made  in  quadruplicate  so 
that  the  store  department  may  have  a  copy  also,  which 
acts  as  a  notification  that  the  purchasing  agent  has 
placed  the  order.  When  the  material  is  received  by 
the  shipping  and  receiving  clerk  a  slip  is  filled  out  in 
his  office  showing  the  details  of  material  received,  this 
being  executed  in  duplicate,  and  a  notation  is  made  upon 
the  copy  of  the  purchasing  agent's  order  form  previ- 
ously received.  The  purcliasing  department  is  also 
notified  on  appropriate  blanks  of  the  receipt  of  the 
goods,  but  the  triplicate  blank  is  not  returned  to  the 
purchasing  agent  until  the  order  is  entirely  filled. 
Upon  the  receipt  by  the  purchasing  department  of  the 
notification  of  the  receipt  of  goods,  the  price  and  ex- 
tension is  taken  from  the  vendor's  invoice,  and  the  fact 
of  receipt  of  goods,  the  price  and  extension  are  trans- 
cribed upon  the  duplicate  copy  of  purchase  order.  (See 
Figure  53,  page  390.)  When  the  last  shipment  is 
received  in  connection  with  the  special  purchase  order 
annotations  are  appropriately  made  upon  the  blanks 
and  filed  among  orders  filled.    As  fast  as  the  goods  are 
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INSTALLATION  891 

received  the  blank  representing  the  fact  is  issued  as  a 
memorandum  for  debits  to  stores  ledger. 

85.  Material  received  and  delivered. — The  original 
material  received  card  (see  Figure  54,  page  392)  is 
sent  to  the  store  department  where  it  is  filed  with  the 
duplicate  requisition,  and  notations  made  on  triplicate 
purchase  order  (Figures  55  and  50,  pages  392-898). 
A  partial  order  receipt  is  sent  to  purchasing  agent. 

The  entries  that  are  made  on  the  credit  side  of  the 
stores  ledger  representing  goods  issued  have  their  origin 
and  foundation  with  the  material  delivered  cards  (see 
Figure  57,  page  898)  made  out  by  the  foreman  of  the 
department  making  requisition  for  the  material.  Upon 
this  blank  the  weight  of  all  material  delivered  is  recorded 
in  the  stores  department  and  a  receipt  obt^ned  from 
the  foreman  of  the  department  receiving  the  goods. 
The  material  is  then  priced,  extended,  and  posted  to 
the  stores  ledger  and  is  thereupon  sent  to  the  factory 
accounting  department  to  be  charged  to  the  proper 
order  number. 

86.  Stock  in  process. — In  the  price  ledger  is  kept  an 
account  "stock  in  process."  The  debits  to  this  account 
are  represented  by  deliveries  of  supplies  or  material  by 
the  store  department,  with  charges  for  labor  as  repre- 
sented on  the  pay  roll,  both  productive  and  non-pro- 
ductive. The  credits  to  this  account  are  the  deliveries 
to  the  store  room  containing  finished  stock.  The  dif- 
ference between  the  debits  and  credits  of  the  "stock  in 
process"  represents  the  value  of  material,  labor,  and 
supplies  represented  in  the  process  of  manufacture. 
There  is  an  account  kept  with  "finished  stock,"  and  this 

I  account  is  in  its  turn  debited  when  the  "stock  in  process" 
j  account  ia  credited  with  articles  transferred.  The 
L  xi-aa 
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FiouBB  56 


PuBcaAsa  ORDER  NO.  25799 


From  North  Bros,,  City 


Pabhial  Rbckift 
BRIDGEPORT,  5/22/03 


391  We.  taOow  Q  .0&=|31.28 


Recdved  Via  STeom 


Charges, 


Partial  Order  Receipt  Sent  to  Purchasing  Department.    SiJie  of  Sheet, 
5  by  8  Inches. 
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Order  No.  903 


To  Department 
28 


m 

Foreman 


Date 

5/8    1903 


Quantity 


374{&«. 


Description 


taUow 


@  .08 


Value 


29 


92 


Delivered 

6/8/'03 

Received  by 

28 

M.S. 

Only  one  item  on  a 

card. 

HATSRIAL  DELrVERED  CARD 

liaterial  Delivered  Card,  Covering  Deliveries  by  Stores  Departments 
Bfade  Out  by  Foreman  of  Department  Requisitioning  the  Material  and  Fillea 
in  by  Stores  Department.    Size  of  Slip,  4  by  6  Inches. 
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credits  to  finished  stock,  of  course,  represent  sales  and 
deliveries  to  customers.  The  balance  of  this  account 
will  be  the  amount  of  salable  stock  on  hand.  To  en- 
able the  corporation  to  figure  intelligently  upon  busi- 
ness which  is  offered  for  competition,  varioui  blanks 
are  provided  to  conform  to  the  nature  of  the  business 
manufacturing. 

Figure  58,  which  appears  below  on  this  page,  repre- 
sents the  form  used  by  the  estimate  clerk  in  arriving 


nA.No.700 

Article    PtaU 

Mwovrnt %          Per  U.  in  Iota  o(  aOH. 

Block     Mixtuia  |  Temper  1   Gauge  1    Width   1     0.  D.    1      I.  D. 
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FoRB  ct  Eatjnutte  on  One  Part  of  a  8pecUl  Job.    Sii«  of  Sheet,  5  by  8  inches 

at  the  approximate  cost  of  the  various  parts  of  the  arti- 
cle to  be  figured  on.  The  work  represented  by  Figure 
58  on  this  page  is  a  plate  and  Figure  59  on  page  895  a 
stud,  both  of  which  are  shown  in  Figure  68,  page  898, 
which  contains  a  drawing  of  the  parts.  Figure  60, 
page  895,  is  the  estimate  of  the  foreman  as  to  the  oper- 
ations upon  each  part  Each  foreman  makes  an  esti- 
mate of  the  work  to  be  performed  in  his  particular 
department,  and  keeps  a  dupUcate  of  such  estimate,  as 
shown  in  Figure  60,  for  his  guidance  if  the  estimate 
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combined  with  the  other  estimates,  results  in  an  order. 
The  estimate  clerk's  form  (see  Figure  58,  page  394), 
is  made  up  based  upon  the  information  given  by  the 
foreman  in  Figure  60,  page  895. 

87.  AssembUng  and  recapitulation  theeU. — Figure 
61,  page  397,  is  the  estimate  of  the  cost  of  assembling  for 
work  where  the  article  consists  of  more  than  one  part. 
Figure  62,  page  397,  is  a  recapitulation  sheet  including 
the  operations  in  connection  with  the  plate,  stud,  the 
assembhng,  direct  labor,  factory  expense,  supplies  and 
tools.  The  basis  of  factory  expense  item  is  necessarily 
the  preceding  year's  actual  expenditure.  The  estimate 
from  Figure  62  is  transcribed  to  Figure  63,  page  398, 
which  shows  a  cut  of  the  article  upon  which  quotations 
are  made. 

88.  Quotation  card  index. — The  quotation  card, 
(See  Figure  64,  page  898)  shows  the  figures  decided 
upon  based  upon  the  costs  as  set  forth  in  the  various 
forms  previously  shown,  plus  the  margin  for  commer- 
cial expenses  and  profit.  All  of  the  forms  thus  far 
sho^vn  bear  the  same  estimate  number;  in  the  particular 
case  illustrated  No.  700. 

89.  Order  system. — It  is  assumed  that  the  estimate 
results  in  an  order,  and  in  that  case,  a  blank  (see  Figure 
65,  page  399)  is  filled  out  in  triplicate  and  information 
posted  to  it  from  the  copy  of  the  quotation  card  ( See 
Figure  64,  page  898).  The  original  blank  is  retained 
in  the  order  department  and  the  other  two  copies  are 
sent  to  the  finished  stores  department,  one  copy  being 
filed  there,  and  the  other  with  the  shipping  clerk,  who 
makes  appropriate  notations  with  respect  to  the  filling 
of  the  shipment.  These  notations  are  made  also  upon 
the  duplicate  held  by  the  foreman  of  the  finished  stores 
department.  ^ 
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ESTIMATE 

»  lair.     Lmojmtnd  en  one  Me.  No 700.. . . 

)ra4«JIJr.  #M.66|MrM.    Otom  Wel^t  196 lb.     laiTparlL 
iHB^JUr.  *  Sa.86   *'    "      8eimp25%..    aj  *•       2.88    «*   " 
iKjf  .   ...# pwM.    NeiWaigfat.    M  "     ULW    **   ** 


^i^,,^wi:%«i»K«i  4(  Hfttinwrfff  Oft  B^rtb  of  Which  Quotation  is  Made.     8iM 
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ite^.,         6/11/03... 

\,r*N    l.:*%is  l7?>«Mi.         E9t.F'700. 


-Sf«#  :•  Mmpttk 
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«  .:m«v^  c^iViU^  00|/>  oiC  VjiMtatum.     Siie  of  Card,  3x5  inches. 


D.te           0            6/11 

CuBtomer'9  No.  and  Date 

X323 

*-'        6/9/03 

SoW  to    John  Brown, 
Address      New  Haven.  Conn. 
Sbip  via  Freight. 
Ship  to    Him. 

F  1300 
Tenna 

Pkf,. 

P^- 

ProduclJon 

Quantits. 

Lilt 

Dii. 

*— - 

Total 

30,000 

Bran  PatU  la  Sample. 
Ba.  No,  700 

tso 

M. 

FiouRB  66 

DeportmeDt  14 — Packing  Boom 

Date.  ViimU..  1008 
Rcquiaitdoii  for  Order  No..  .2000.  .for 

20,000  Brass  i'are*  to  Sample 


..F.H.M Foreman 


90.  Reqnmtions  on  superintendenU, — If  the  goods 
are  not  kept  in  stock  a  requisition  is  made  by  the  finished 
stores  department  upon  the  superintendent  (see  Fig- 
ure 66,  page  899),  a  copy  of  which  the  foreman  keeps. 
Upon  the  receipt  of  the  requisition  (see  Figure  66, 
page  899)  the  original  estimate  is  consulted  and  the 
various  production  orders  are  given. 

91.  Production  orders. — Figure  67,  page  401,  is  the 
ori^nal  production  order  issued  by  the  superintendent, 
and  Figure  68,  page  401,  is  the  duplicate  retained  in 
the  superintendent's  office.  If  there  are  several  parts 
of  the  article  to  be  manufactured,  several  originals  are 
made  and  distributed  to  the  various  departments  con- 
cerned in  the  manufacturing  operation.  These  orders 
are  made  with  the  use  of  carbons  and  are  necessary  in 
order  that  each  foreman  may  have  an  opportunity  to 
plan  intelligently  the  work  of  his  department  in  antici- 
pation of  being  required  to  actually  perform  the  service. 
Figure  69,  page  402,  shows  the  back  of  the  duplicate 
production  order,  this  form  being  used  for  accumulating 
costs  only  when  the  article  is  composed  of  a  single  piece. 
In  the  department  where  the  first  operation  occurs  the 
material  is  posted,  the  material  receipts  of  all  other  de- 
partments being  shown  by  the  performance  reports  of  the 
previous  department.  A  transfer  slip  represents  the 
goods  delivered  by  one  department  to  another. 

92.  Delivery  slips  to  departments.— this  is  shown  in 
Figure  70,  page  403.  The  foreman  consults  his 
original  estimate,  (See  Figure  60,  page  895)  with  the 
price  shown  upon  the  duplicate  of  the  order  which  is 
issued  to  him  based  upon  Figure  68,  page  401.  Fig- 
ure 71,  page  403,  shows  piece  rate  cards  with  the  price 
paid  for  each  operation.  Where  a  discrepancy  exists 
between  the  estimate  as  originally  made  for  piece  work 
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FSrodaotkm  Order 
No.         200a.il 

To  Department 
No.    33 

Date  of  Order 

June  10, 1903 

FImw  execute  the  followinff  order,  returning  the 
Older  am  oompletionpf  the  work  to  the  superintradent. 
Ghaige  all  labor  and  material  to   the   above   pro- 
dootion  order  number. 

In  case  yon  find  it  impossible  to 
produce  this  order  at  prices  noted 
below,    report   to  superintradent 
before  commencing  the  work. 

Xind  of  Metal 
H.B. 

Lbe. 

Ordered 

2100 

Width 

Qauge 
.135 

Length  Temper 
Hon 

Remarks 

Date 

Rao'd 
/WM  12 

Pounds 
2100 

Quantify 

.«.•.•.«•••.■.....*•...•...«.----- 
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Price 
PerM. 

20Jlf 

BroM  Plain          Ed,  No.  700. 

Pierce  A  Part 

08 

JohnB 

8CR 

Date 

AP 

Pounds 

500 
Metal 

Ret'd 
June  20 

Excess 

Date  Oompleted            Approved 
/tme20. '03           B.S.8. 

To  be  completed  by  date 

as  below 

June  20-03 

Supt. 

Origiiial  Production  Order  Issued  by  Superintendent.    Size  of  Sheet, 
5  by  8  Inches. 

Figure  68 


Production  Order 
No.        2000-A 

To  Department 

No.     33-36-38-20-14 

Date  of  Order 

June  10,  1903 

Please  execute  the  following  order,  returning  the 
order  on  completion  of  the  work  to  the  superintendent. 
Chsj]^  all   labor  and   material  to  the  above  pro- 
duction order  number. 

In  case  you  find  it  impossible  to 
produce  this  order  at  prices  noted 
below,    report   to  superintendent 
before  conmienoing  the  woric 

Kind  of  Metal 
H.B. 

Lbs. 
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Width 

Gauge 
.135 

Length 

Temper 
Hard 

Remarks 

Date 

Reo'd 

June  12 

Pounds 
2100 
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PerM. 

.  .203d 

r  .. 

BnuePlaiee           Bd.No.700 

PieereAPart 
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J(^nE 
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Date 

AP 
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June  20 
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Date 

JU9\ 

Oompleted        Approved 
m20,  '03 B.  S.  S 

To  be  completed  by  date 
as  below 
June  20,  '03 

g 

}upt. 

Duplicate  Production  Order  Issued  by  Superintendent,  Showing  Depart- 
ments through  Which  it  Passes.    Sue  of  Card,  5  by  8  Inches. 
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Figure  70 


Obdbb  No 2000-A 


June  12 1903 


Name  of  Article. . .  .Brass  Plates, 


.  ..lOAf Pieces 


800. ...Lbs.      12}....  Pieces  per  Lb. 


Delivered  to  Department  No. . .  .36, 


From  Department  No 33 


By....(?.B 


Transfer  Slip,  Showing  Deliveries  by  One  Department  to  Another.    Sise 
of  Slip,  4  by  6  Inches. 
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Date  Juns  12,  1903       CHANGE  IN  PIECE  RATE      Dept.  No.  33. . . 


Article.  .Brass  Plate 


No... 1400. 


Operations 

Old  Price 

New  Price 

Pierce  &  Part 

rkQ 

Approved. ,,,B.S.S,,..  Supt. Q C.  A.B.., .Foreman 


Piece  Rate  Card,  Showing  Price  Paid  for  Operation.      Siie  of  Slip, 
3  by  5  Inches. 


408 
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and  the  price  which  it  has  been  found  necessary  to  pay, 
the  documents  representing  the  facts  are  laid  before  the 
superintendent  of  the  factory  for  his  approvaL 

98.  Production  order  memoranda. — ^Figure  72,  page 
405,  shows  the  record  kept  by  the  foreman  of  eadi  de- 
partment through  which  the  work  passes.  If  the  pro- 
duction order  is  2000,  the  one  issued  to  department 
88  may  be  2000-a,  to  department  84,  2000-b,  etc.  Eadi 
foreman  files  this  record  with  his  copy  of  the  order 
based  upon  Figure  67»  page  401.  The  foreman  keeps 
his  records  posted  from  the  labor  cards  to  the  record 
card  (see  Figure  78,  page  406)  and  to  the  back  of 
the  production  order  (see  Figure  74,  page  407). 
Notations  are  also  made  on  the  original  production  order 
based  upon  Figure  67>  page  401. 

94.  Index  register  of  m/inufactured  articles. — ^Figure 
75,  page  408,  is  a  form  for  card  index  register  of  manu- 
factured articles  kept  by  the  estimating  clerk,  and  is 
an  accurate  record  of  tools,  metal  and  labor  operations 
for  aU  articles  manufactured.  Every  article  has  a 
symbol  and  number.  Where  an  article  is  composed  of 
more  than  one  part,  such  as  the  one  illustrated,  the 
completed  article  would  be  given  a  number  such  as 
1400,  as  shown  in  Figure  75,  page  408.  The  plate 
being  one  part  would  be  given  number  1400-a,  as 
shown  in  Figure  76,  page  408,  and  the  stud,  number 
1400-b,  as  shown  in  Figure  77,  page  409.  The  as- 
sembling operations  would  be  represented  by  number 
1400-c,  as  shown  in  Figure  78,  page  409.  Figure  79, 
page  409,  gives  the  record  on  file  in  a  department  where 
there  is  only  one  operation  performed,  as  on  the  plate, 
and  none  on  the  stud.  Figure  80,  page  410,  consists 
of  the  change  factory  register  to  notify  the  superin- 
tendent and  estimating  clerk  of  any  change  in  method 
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FlGURB  75 


GENERAL  DESCRIPTION  OF  ARTICLE  NUMBER 


Brass  Plate  to  Sample 

A^PUUe 

B^  Stud 

C-^  AsatmbUng 


0 


Card  Index  Register  of  Bfaniifactured  Article  No.  1400.    Siie  of  Card, 
4M  by  6  Inches. 
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FiGURB  76 

ARTICLE  Brtu9  Plate 

Qroos  Wu 

Stock 
Braaa 

Mixture 
H.B. 

Temper 
IVd 

Gauge 
.  13' 

Width 

O.  D. 

I.  D. 

Shape 

'  Net  Wt. 

80ft«. 

No. 

• 

Operation 

Dept. 
No. 

Tool 
No. 

Piece 
Price 

No. 

14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

Operation 

Dept. 
No. 

Tool 
No. 

Piece 
Price 

1 

Pierce  A  Part 

Polith  Edges 

33 
38 
36 
36 

27 

30 
30 

08 
60 
35 
30 

2 

3 

4 

2nd 

1 

5 

A 

7 

fi 

g 

10 

11 

12 

. . .  ^^ 

13 

u 

26 

Card  Index  Register  (1400  A)  of  One  Part  of  Article.    Size  of  Card,  4  by 
6  Inches. 
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ARTICLE.Sli.ll 
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WUIU.   1    0.  D.    1     L  D.     1     8h.p, 
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ITICLB  Ai^mblifv  PI«U  Slwl 

Stock    1  Uillure  1  Temper  |  Gau«e 

Ne»Wt 

So. 

OjMrutioIl 

■iT 

•K 

?S 

No. 

Oporklioo 
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TooT 

No 

Prt^ 

teSi..:;:: 

D.p.*fl«riiiir.... 
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:o8 
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Stock  1  Mixture  1  Teiiiper  1 

G««^  1  ^-^i"- 1 

O.  D.         I.  D, 

hlbnpi 

I«"!SV 

No. 

Operation 

■s? 

^n'^.' 

ftS 

»o. 

OpeiatHHi 

Dcpt. 

n" 

Pi«o 
Prioo 

Pfra  *  Pari, . . . 

PolukSdga 

33 
38 
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,08 
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35 
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''Change"  Factobt  Rbgibteb 


No.  1400 


This  Article  has  been  changed  from  its  former 
description  to  the  following: 

Name  John  Brown 


Date  Jvtne  12, 1903 


Abticxa  BroM  Plate                                                           Blank 

QiooBWaicht 

Stock      Symbol    Temper 

Gauge 
.137 

Width      O.  D.      I.  D.       Shape 

NetWai^t 

Operation 

Dept. 
No. 

Piece 
Price 

Oporatioii 

^ 

Piece 
Price 

33 

V^Oatioewnildhe 

toolighi 

fwreiiuir 

_^             •     «  J         .       m^ 

C^ .  ^%. .  w%^                                     lilniwmn  A.n 

Change  Factory  Register  Slip  Notifying  Superintendent  and  Esitimatiiig 
Clerk  of  Change  in  Method  of  Manufacture.    Size  of  Slip,  4  by  6  Incheo. 


Figure  81 

Man  No. 

Dkpabtmkmt 
33 

Date 

June  12,  1903 

Opkrationb. 

1550 

1  Cupping 

1  Blanking 

Nams 

Order  No. 
2000A 

1  Drawing 

1  Piercing  A  Part 

John  Doe 

1  Trimming 

1  Reducing 

1  Rolling 

1  CutrOff 

QUANTnT 

Lbfi 

Description  of  Wobk 
Braes  Parte  Reg.  No.  1400A 

1  Beading 

1  Bending 

800 

1  Knurling 

1  Draw  Down 

No.  to  Lb. 

1  Closing 

1  Sixing 

12  H 

1  Ribbing 

1  Draw  Through 

Pieces 

10,000 

1  Saw 

1  Forming 

1  Stamping 

1  Inspecting 

1  Draw  &  Reduce 

Opebation. 

1  Reaming 

1  Burring 

6 

H 

i 

f 

H 

8 

H 

9 

H 

10 

V4 

H 

1 

12 

DAY 

X 

>$ 

1 

H 

2 

H 

3 

H 

4 

H 

5 

H 

6 

TUOD 

Piece 

Approval 

C.  A.  B. 

HODRS 

4 

Rate 
.09 

Value 
190 

Direct  Labor  Card,  Showing  Workman's  Time  and  Rate  of  Wages  on 
One  Part.    Size  of  Slip,  4  by  6  Inches. 
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rsrSTALLATION  411 

of  manufacture  by  eliminating  or  adding  operations. 
In  this  system  the  costs  of  manufactured  articles  are 
posted  to  order  numbers  which  are  of  three  series ;  plant 
orders,  standing  orders,  and  production  orders. 

95.  Direct  labor  cards. — Figure  81,  page  410,  shows 
a  form  of  direct  labor  card  of  different  colors  for  various 
departments.  This  card  is  filled  in  by  the  workman, 
who  indicates  by  an  appropriate  check  or  mark  the 
operation  performed,  the  tune  the  job  was  commenced 
and  finished.  This  card  is  delivered  to  the  clerk  or  the 
foreman  for  additional  information,  including  the  order 
number,  weight  of  material,  etc.  The  paymaster  re- 
ceives these  cards  daily  and  "prices"  them  from  the  data 
found  on  piece  rate  cards  (see  Figure  71,  page  403). 

96.  Cost  analysis  sheet. — Figure  82,  page  412,  is  a 
cost  analysis  sheet  for  the  accumulation  of  the  charges 
for  productive  labor.  One  sheet  is  used  for  each  article 
or  part  of  an  article  made,  and  shows  the  estimate  num- 
ber, register  number,  the  piece  work  prices  and  the 
operations.  To  these  cards,  the  labor  cards  are  posted 
daily.  Figure  83,  page  413,  represents  a  form  made 
out  by  the  cost  clerk  where  differences  exist  between 
the  price  on  the  cost  sheets  and  labor  cards,  or  where 
operations  are  shown  that  are  not  listed  on  the  cost 
sheet.  The  information  on  this  slip  is  sent  to  the  super- 
intendent daily,  for  administrative  purposes  and  to  keep 
him  constantly  informed  of  actual  costs  during  the 
process  of  manufacture. 

97.  Non-productive  expense  record  of  indirect  labor. 
— Figure  84,  page  414,  represents  indirect  labor  ex- 
penses, being  all  labor  not  charged  direct  to  production 
orders.  Figure  85,  page  415,  represents  sheets  ruled 
and  cross-ruled  to  show  accumulation  of  costs  of  in- 
direct labor,  illustrating  the  manner  in  which  indirect 
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COST  ACCOUNTS 


Mam  No. 

D-rUT 

^ 

-VT, 

S" 

"" 

~~ 

ExpSHaB. 

17M                  „            1       j^  25,1003 

Making 

Huifrt  Sun-                   1    /■  O  090 

Qo»«T^r 

Ma-Aim  JVo.  330 
fltpl.  33 

SwpFPing 

AnoMliag 

Setling  Toola 

PUDiC 

Mm«« 

C«m« 

W.Jd«, 

Counting 

6 

- 

X 

' 

a 

« 

H 

10 

H 

" 

H 

1 

12 

DAY 

- 

X 

1 

•> 

- 

H 

3 

H 

1' 

H 

• 

« 

0 

PlICB 

^"■""kF,>. 

=.TJ?  r»-  iTr.? 

)t  Charged  to  Production  Ordera. 

labor  is  charged  from  labor  cards  to  standing  order 
numbers  and  subdivided  to  the  subsidiary  departments. 
The  letters  "O.  D."  indicate  "other  department"  ex- 
penses. 

98.  Plant  orders. — Figure  86,  page  416,  represents 
a  plant  order  issued  in  duplicate  by  the  cost  department 
on  the  request  of  the  superintendent.  Figure  87,  page 
416,  shows  the  reverse  of  86  with  charges  against  stand- 
ing orders  for  labor  and  material.  The  total  charges 
to  plant  and  standing  orders,  as  shown  by  Figures  85, 
86  and  87  are  transferred  to  sheets  similar  to  Figure  85 
but  headed  with  department  numbers,  as  shown  in 
Figure  88,  page  417. 

99.  Indirect  labor  charges. — The  heading  "own 
charges"  indicates  an  expense  in  the  department  only, 
O.  D.  charges  being  made  by  other  departments.  To 
illustrate  the  use  of  the  infonnation  the  figures  obtained, 
SO520  on  Figure  88,  should  be  compared  with  the  totals 
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COST  ACCOUNTS 

FrauKi  86 


TO  DEFiLBTUENT 


DATS  or  OBDBB 


PlnH  exanito  tha  (oUmrtu  ordu,  ratomiu  tlw  order  on  oompleticia  of  tba  woik  lo  (h* 

= •—TBdtint. 

kll  Dularikl  kad  labor  to  Um  aluve  plaat  ordv  DUiubar. 


to  tM  dui  for. .  5.  O.  BZO , . 


.  .Bdiair  Powr  Ptm*  Vs.  S30 


1^  b*  oomplatad  b]r  (Uta  H  below. 


Fbat  Order  for  Repun.  -  Sue  of  Slip,  i  by  6  Incbeo. 


IMS                  HbIhUI 

V.ln. 

1903                    Lubot 

h™ 

Val« 

Date 

D.W 

30 

'tt-u 

J, 

2 
G 

- 

FMtor 

r"E>.i;eii;ii"®M%:".::: 

"a 

10 

■<«■ 

ToUllAboraad  ruitoi7  Bxp.. 

IS 

o 

for  the  same  departments  in  Figure  85,  $1.15.  Figure 
89,  page  418,  shows  the  charges  to  various  manufac- 
turing departments  grouped  by  months  to  facilitate 
comparison  from  month  to  month  of  various  items  of 
expenses. 

100.  Monthly  statement  of  casta. — Figure  90,  page 
419,  is  a  monthly  statement  of  the  cost  of  running  the 
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Factory  Expense  Report,  Dept .  Af/y. ,  Month  ending  Junt  30, 1003 

Pay  Roll  Balance. 

Prod.  Labor  Own,  $10,000.00 
Prod.  Labor  Charges  to  O.D.,  14.00 
Expense  Labor  Own,  6,000.00 
Expense  Labor  Charges  to  CD,  24.00 
"  Salaries  Own,  400.00 
Balance,  10.00 


O 


Department  Pay  Roll,  $16,448.00 

Q       Prod.  Labor  Charges  by  CD.,  20.00 

Expense"            "         "   O.D.,  2,100.00 

Perm.  Inv.          "        "    O.D.,  60.00 


O      Gross  Factory  Pay  Roll,  $18,618 .  00 
Prod.  Labor  Ch^ges  to  O.D.,  $14.00 
Expense"           "        "    O.D.,    24.00 
Total      "           "        "    O.D.,  24.00 


Net  Pay  Roll,  $18,594.00 

Factory  Ebcpense  Recapitulation. 

Expense  Labor  (Own)  $6,000 .  00 

"        Salaries  (Own)  400.00 

Labor  (O.D.)  2,100.00 

"       Accounting  (Office  Pay  Roll)  300 .  00 

"       Charges  of  Ikfpt.  26  12.00 

O            "            "       "  I>cp«.  27  10.00 

"       Supplies,  1,000.00 

S.O.904  26.00 


Total  Factory  Expense  $9,847 .  00 

Prod.  Labor  (Own)  t  Prod.  Labor  by  O.D.— Prod.  Labor 

toO.D.»-  10,006.00 

Total  Factory  Expense  «98A%  of  PK>d.  Labor. 
Prod.  Pay  Roll  for  12  moe.  ending  Jum  30 -$100,000. 
Expense"    "     "    "     "         "      /Mn6  30-  110,000. 
Average  Factory  Expense  for  12  mos.  ending  June  30— 110%. 
All  Standing  Orders  included  in  Factory  Expense,  except  S.O.1-10-20. 
Prod. = Productive. 
O.  D. — Other  Departments. 


Monthly  Report  of  Cost  of  Running  the  Manufacturing  Departments. 
Size  of  Sheets  8  by  10  Inches. 
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COST  ACCOUNTS 


manufacturing  department,  showing  the  percentage  of 
factory  expenses  applicable  to  the  productive  labor. 
The  productive  labor  item  is  obtained  from  Figure  82, 
tile  factory  expense  items  from  Figure  88.  Figure  91 
below  is  the  form  in  which  manufacturing  costs  are 


Factobt  Cost  No.  . 


Article.  .Brass  Paris  to  »pU. . 


Porta 

Tools 

Supplies 

Ubor 

NetMettd 

- 

33 

i 

...;.. 12 
2 

4 

xJ 

SC 

1 

W 

oo 

50 
L 

„..-^ 

15 

fg 

TT 

Factor 

Expense. 

"■ 

M 

.. 

24 

M 

Form  in  Whicb  Manuf uctiuing  Costs  Are  Entered  and  Filed  for  Kef erenec 

filed  and  entered  for  reference.  The  item  of  material 
is  supplied  from  the  information  shown  in  Figure  67, 
the  direct  labor  from  Figure  82,  the  average  factory  ex- 
penses from  Figure  90. 

101.  Entries  for  commercial  accounting  department. 
— Figure  92,  page  421,  is  a  journal  voucher  debiting 
the  general  sales  and  crediting  "stock  in  process," 
representing  total  cost  of  shipments  reported  to  the 
commercial  accounting  department. 

Mr.  Guy  P.  Miller  gives  credit  for  laying  the  founda- 
tion of  the  above  system  to  Gunn,  Richards  &  Co.,  Pro- 
duction Engineers,  30  Pine  Street,  New  York. 
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FOB  PUBLIC  UTILITIES 

way  and  tlie  structures  built  tl'.ereon,  such  as  would  be 
utterly  inappropriate  if  the  purpose  of  the  expenditure 
was  to  create  something  representing  additional  earn- 
ing capacity.  When  once  the  road  has  been  originally 
properly  equipped,  items  thereafter  necessary  to  main- 
tain the  property  in  its  state  of  efficiency  are  appro- 
priate to  be  charged  to  this  account.  Th§  subdivisions 
under  this  head  are: 

Superintendence, 

Salaries  of  officers  and  clerks  engaged  in  thia  mainte- 
nance work,   and  their  appropriate  office   and  other  ex- 
penses. 
Ballast. 

Expenses  incident  to  purchase  or  production  of  ballast. 
Ties. 

Cost  of  ties  in  maintenance  supplied  for  renewal,  includ- 
ing inspection. 
Bails. 

Cost  of  rails  for  maintenance  less  the  valuff  of  old  rails 
taken  up. 
Roadway  and  track. 

Applying  ballast,  ties,  rails  and  other  track  material 
and  track  maintenance,  including  care  of  roadbed,  general 
cleaning,  etc. 
Removal  of  snow,  sand  and  ice. 

All  expenses  incurred  in  cleaning  tracks,  including  sup- 
plies, to  effect  such  maintenance  accounts. 
Tunnels. 

Cost  of  repairing  tunnels,  including  cost  of  labor,  tim- 
ber and  other  material. 
Bridges,  trestles  and  culverts. 

Cost  of  material  used  (less  salvage)   and  labor  in  re- 
pairing and  renewing  these  structures. 
Over  and  under  grade  crossings. 

Cost  of  material  and  labor  for  repairing  and  renewing 
these  features  of  way  and  structures. 


424  COST  ACCOUNTS 

Grade  crossings,  fences,  cattle  guards  and  signs. 

Material  and  labor  for  renewing  and  repairing,  used  in 
maintenance    of    crossings    at    grade,    fences    and    cattle 
guards. 
Signals  and  interlocking  plants. 

Cost  of  material  (less  salvage),  labor  expended  in  re- 
pairing and  renewing  such  appliances. 
Telegraph  and  telephone  lines. 

Cost  of  material  and  labor  in  repairing  and  renewing 
lines  owned  by  the  carrier,  including  all  appurtenances. 
Buildings,  fixtures  and  grounds.     (Used  in  operation.) 

Expenses  incidental  to  repairing  and  renewing  buildings 
and  fixtures  and  maintaining  driveways. 
Docks  and  wharves,  used  in  operation. 

Cost  of  material  and  labor  of  repairing  and  renewing 
docks,  wharves,  piers,  ferry  slips,  transfer  bridges,  etc. 
Roadway  tools  and  supplies. 

Cost  of  such  items  and  of  repairing,  renewing  and  oper- 
ating tools  for  maintenance  operations. 
Work  equipment. 

Repairs.  Cost  of  material  and  labor  used  in  repairing, 
painting  and  lettering  work  equipment. 

Renewals.  This  account  includes  the  value  of  equip- 
ment condemned  and  destroyed  or  sold,  less  amount  previ- 
ously charged  for  depreciation  and  less  scrap  value  of 
salvage. 

Depreciation.     This  account  includes  a  monthly  charge 
to  operating  expenses  to  provide  a  reserve  fund  for  replace- 
ment. 
Injuries  to  persons. 

Cost  of  items  incident  to  injuries  when  caused  directly 
in  connection  with  maintenance  of  way  and  structures. 

104.  Maintenance  of  equipment — The  finest  line  of 
cleavage  is  observed  between  expenditures  for  "main- 
tenance of  way  and  structures"  and  "maintenance  of 
equipment,''  which  covers  rolling  stock  of  the  road.     It 
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is  of  the  most  vital  importance  that  items  appropriate 
for  maintenance  of  equipment  should  invariably  reach 
tliat  account  through  its  proper  and  appropriate  sub- 
divisions, which  are: 
Sub-accounts : 
Superintendence. 

This  account  includes  the  cost  to  the  road  for  the  sal- 
aries of  all  officers,  agents,  or  facials  engaged  in  the 
maintenance  of  equipment  department,  including  the  pay 
of  clerks  and  attendants,  and  the  office  and  other  expenses 
incident  to  tliis  subdivision. 
Steam  locomotives. 

Repairs.  This  account  includes  the  cost  of  material, 
less  salvage,  and  labor  in  repairing  steam  locomotives, 
tenders  and  fixtures,  including  cost  of  cutting  up  con- 
denmed  locomotives  and  tenders. 

RencwaLs.  This  account  includes  the  original  cost  or 
purchatsc  price  of  steam  locomotives  condtmncd,  destroyed 
or  sold,  less  an  amount  previously  depreciated,  and  less 
scrap  value  of  salvage  and  the  amount  received  for  this 
equipment  when  retired 

Depreciation.     This  account  includes  a  tnontlily  diarge 
of  one-twelfth  of  the  per  cent  per  annum  prescribed  by  the 
Interstate  Commerce  Commission,  to  provide  a  reserve  fimd 
for  replacement  when  the  equipment  is  retired. 
Passenger  train  cars. 

Repairs.  This  account  includes  cost  of  material,  less 
salvage,  and  labor  in  repairing,  painting,  varnishing,  finish- 
ing and  lettering  incidental  to  all  classes,  including  fur- 
niture and  fixtures  and  all  baud  tools  used  in  connection 
with  tliis  subdivision. 

Depreciation.     This  account  includes  the  monthly  charge 
for  the  creation  of  a  fund  for  replacement  as  heretofore 
k  set  fortli  under  locomotives, 

ft         Freight  train  cars. 
I  Repairs.      This   account  includes  cost  of  material,  less 
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salvage,  and  l&bor  in  repairing  freight  train  ears,  including 
painting  and  lettering  and  all  kindred  expenses. 

Renewals  and  depreciation.     The  items  to  be  included 

under  renewals  and  depreciation  of  freight  train  cars 

Eimilar  in  character  to  those  provided  for  the  same  item* 

under  locomotives  and  passenger  train  cars. 

Electric  equipment  of  cars. 

Repairs.     This  account  includes  cost  of  material  used 
and  labor  expended  in  repairing  and  renewing  motors  af- 
fixed to  cars,  and  their  connections,  including  all  appliances 
making  up  the  electric  equipment  of  cars. 
Floating  equipment. 

Repuirs.  Wlien  steamboats  and  tug  boats  are  not  in- 
cluded in  the  account  known  as  "outside  operations,"  this 
account  includes  cost  of  material  and  labor  in  repairing 
steamships,  steamboats,  power  launches,  tugs,  etc.,  and  all 
macliinery,  fixtures  and  other  parts  connected  therewith. 
Shop  machinery  and  tools. 

This  account  includes  cost  of  repairs  and  renewals  for 
machinery  and  tools,  including  the  material  and  labor  ex- 
pended thereon. 
Power  plant  equipment. 

Cost  of  materials,  less  salvage,  and  labor  in  repairing 
and  renewing  steam,  water  plant  and  electric  plant  equip- 
ment, appliances  and  fixtures. 
Injuries  to  persons. 

This  account  represents  expenses  expended  to  injuries 

when  caused  directly  in  connection  with  maintenance  o( 

equipment. 

Stationery  and  printing. 

This  account  includes  cost  of  the  stationery  used  strictly 
in  connection  with  maintenance  of  equipment. 
Insurance. 

This  account  includes  premiums  paid  by  the  railway 
company  to  its  insurance  fund  and  to  insurance  corapanieSf 
in  all  cases  where  the  loss  or  damage  for  any  reason  would. 
be  chargeable  to  maintenance  of  equipment. 
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105.  Traffic  expenses. — The  details  of  the  third  sub- 
division, "traffic  expenses,"  are  provided  to  be  grouped 
under  that  head  in  order  that  the  expense  of  securing 
traffic  may  be  separated  from  the  expense  of  conduct- 
ing traffic.  This  information  for  administrative  guid- 
ance is  as  vital,  in  connection  with  tiie  railway  transpor- 
tation as  in  connection  with  other  conmiercial  activities. 
The  subdivisions  affecting  this  general  account  are : 

Superintendence. 

This  account  includes  the  cost  to  the  railway  company 
of  such  items  as  the  pay  of  officers  and  agents  engaged  in 
the  preparation  and  distribution  of  tariffs,  classifications 
and  rate  sheets,  and  in  administering  trafGc,  including  pay 
of  clerks  and  attendants,  and  ofBce  and  other  expenses 
incident  to  securing  traffic. 

Outside  agencies. 

This  account  includes  the  pay  and  expenses  of  the  vari- 
ous agencies  engaged  in  soliciting  traffic,  including  travel- 
ing expenses  and  the  dlshurseinent  to  solicitors,  and  all 
other  expensea  appertaining  to  securing  business  through 
these  channels. 

Advertising. 

This  account  includes  the  pay  and  expenses  of  advertis- 
ing agents  and  the  cost  of  the  printed  matter  for  general 
distribution,  and  other  kindred  expenses  for  attracting 
traffic. 

Traffic  associations. 

This  account  includes  the  cost  to  the  railway  company 
of  items  of  expense  incurred  on  account  of  traffic  associa- 
tions of  railway  officials,  including  membership  fees  in  com- 
mercial bodies. 

Fast  freight  h'nes. 

Items  under  this  class iHcati on  are  expenses  of  fast  freight 
or  dispatch  organizations. 
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Industrial  and  immigration  bureaus. 

Items  of  salaries  and  expenses  of  industrial  and  im- 
migration agents  and  their  subordinates,  cost  of  exhibits 
and  all  kindred  expenses,  including  expenses  of  experi- 
mental farms  and  donations  to  expositions,  when  such  ex- 
penses are  incidental  to  the  upbuilding  of  traffic  other  than 
those  provided  for  in  the  above  account  of  advertising. 

Stationery  and  printing. 

This  account  includes  the  items  under  this  class  used  in 
connection  with  traffic  expenses. 

106.  Transportation  expenses. — The  next  account  in 
the  order  of  the  prescribed  classification  of  operating 
expenses  is  "transportation  expenses,"  which  covers  the 
cost  of  actually  conveying  persons  and  property  over 
distances.  Every  conceivable  item  of  expenditure  that 
comes  exactly  within  this  section  of  the  prescribed  clas- 
sification must  appear  within  the  various  subdivisions, 
which  are: 

Superintendence. 

This  account  includes  the  pay  of  officers  and  agents 
engaged  exclusively  in  the  conduct  of  transportation,  in- 
cluding pay  of  clerks  and  attendants  and  the  office  and 
other  expenses  of  officials  and  their  subordinates. 
Dispatching  trains. 

This  account  includes  pay  of  train  dispatchers  and  their 
operators,  clerks  and  attendants,  and  all  appropriate  inci- 
dental office  and  other  expenses  connected  with  train  move- 
ment. 
Station  employes. 

This  account  embraces  the  pay  of  agents,  clerks  and 
attendants  of  stations,  also  warehousemen,  freight-house 
foremen,  and  other  employes  of  freight  stations. 
Weighing  and  car  service  associations. 

This  account  includes  expenses  of  weighing  and  inspec- 
tion bureaus  and  car  service  associations. 
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Stockyards,  grain  elevators,  coal  and  ore  docks. 

This  classification  includes  pay  of  employes  and  sup- 
plies used  in  connection  with  operating  stockyards,  grain 
elevators,  coal  and  ore  docks  which  are  not  conducted  £is 
"outside  operations." 
Station  supplies  and  expenses. 

This  account  includes  cost  of  fuel,  water,  steam,  and 
supplies  used  in  heating  stations,  waiting  rooms,  freight 
and  passenger  offices  and  other  station  buildings,  furni- 
ture, renewals  and  repairs,  telephone  service,  and  other  ex- 
penses of  a  kindred  nature. 
Yard  masters  and  their  clerks. 

This  account  includes  pay  of  yard  masters  and  assist- 
ants, foremen  and  their  clerks  and  attendants,  employes 
engaged  in  calling  train  men,  also  watchmen  and  detectives 
in  yard  service. 
Yard  conductors  and  brakemen. 

This  account  includes  pay  of  yard  foremen,  brakemen 
and  switchmen  engaged  in  yard  and  terminal  switching 
service. 
Yard  switch  and  signal  tenders. 

This  account  includes  pay  of  employes  engaged  in  sig- 
nal and  interlocking  plants  used  in  the  movement  of  yard 
trains. 
Yard  supplies  and  expenses. 

This  account  includes  expenses  of  yard  masters,  yard 
foremen  and  their  clerks  and  attendants,  including  heating 
and  lighting  their  offices  and  supplies  furnished  therefor. 
Yard  enginemen.  • 

This  account  includes  pay  of  engineers  and  firemen  en- 
gaged in  passenger  and  freight  yard,  and  terminal  switch- 
ing and  passenger  service. 
Engine-house  expenses  —  yard  and  road. 

This  account  includes  pay  of  and  cost  of  supplies  fur- 
nished to  employ&  engaged  in  wiping,  cleaning,  firing 
up,  dumping,  boiler  washing,  cleaning  fire  boxes,  watching 
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and  dispatching  locomotives,  and  other  engine-house  ex- 
penses for  yard  and  road  locotnotiTes. 

Fuel  for  yard  and  road  locomotives. 

This  account  includes  cost  of  fuel  issued  to  yard  loco- 
motives, including  cost  of  loading  into  tenders,  including 
also  proportion  of  pay  of  fuel  agents  and  clerks  in  ae- 
<»unting  for  fuel. 

Water  for  yard  locomotives. 

This  account  includes  cost  of  water  furnished  to  yard 
locomotives,  including  cost  of  labor  and  material  consumed' 
in  operating  water  stations,  also  supplies  for  water  yarda^ 
and  locomotives  for  water  supply. 

Lubricants  for  yard  and  road  locomotives. 

This  account  includes  cost  of  oil,  grease,  waste  and  con^ 
pounds  for  the  lubrication  of  yard  and  road  engines. 

Road  enginemen. 

This  account  includes  pay  of  enginemen  and  firemen 
while  engaged  in  revenue  train  service,  with  the  pay  of 
engineers  and  firemen  engaged  in  work  train  service  to  be 
cliarged  to  the  work  on  which  they  are  engaged. 

Operating  power  plants. 

This  account  includes  costs  as  follows:  pay  of  employ^ 
engaged  in  operating  power  stations,  engine  rooms,  boiler 
houses,  power  houses,  etc.,  including  fuel,  water,  and  other 
supplies  and  expenses  connected  with  operating  power 
plants. 

Road  train  men. 

Thia  account  includes  pay  of  train  auditors,  eonductorB, 
baggage  men,  brakemen,  flagmen,  train  porters,  and  other 
train  men  engaged  in  revenue  train  service. 

Train  supplies  and  expenses. 

This  account  includes  costs  as  follows :  pay  of  car  clean- 
ers and  expenses  incident  thereto,  pay  of  employ^  en- 
gaged in  handhng  fuel  for  heating  cars  and  removing 
asher,  and  other  expenses  in  connection  with  supplying 
heat  to  cars  at  stations  and  yards ;  being  all  employes 
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and  expenses  in  connection  with  lighting,  lubricating,  ice- 
ing,  and  watering  cars  and  other  expenses  in  connection 
with  train  supplies  and  expenses. 
Intcrlockers,  block  and  other  signals — operation. 

This  account  includes  pay  of  employes  operating  sig- 
nals and  interlocking  plants  (other  than  those  used  for  the 
movement  of  yard  locomotives  and  trains),  also  expenses 
incident  to  the  operation  of  such  signals. 
Crossing  flagmen  and  gatemen. 

This  account  includes  pay  of  gate  keepers  for  street 
and  highways,  also  flagmen  and  the  cost  of  supplies  used 
by  them. 
Drawbridge  operation. 

This  account  includes  all  labor  expended  in  the  opera- 
tion of  draw  bridges  and  cost  of  supplies  in  connection 
with  such  operation. 
Clearing  wrecks. 

This  account  includes  all  expenses  of  clearing  wrecks 
except  those  of  work  trains,  which  should  be  charged  to 
the  special  work  on  which  the  train  was  engaged.  This 
account  includes  cost  of  material  and  labor  expended  in 
replacing  wrecked  equipment  upon  the  tracks  and  all  at- 
tendant expenses,  including  the  pay  of  train  men  and  sup- 
plies used  while  engaged  in  clearing  wrecks. 
Telegraph  and  telephone— operation. 

This  account  includes  pay  of  telegraph  operators  and 
messengers  other  than  those  employed  in  dispatching  trains. 
The  pay  of  telephone  operators,  including  supplies  for 
and  expenses  incident,  and  the  use  of  telephone  equip- 
ment, including  also  all  other  expenses  incident  to  telegraph 
and  telephone  operation. 
Floating  equipment — operation. 
I  This  account,  when  not  chargeable  to  outside  operations, 

1  includes  pay  of  superintendent,  clerks  and  attendants  oper- 

I  ating  all  floating  equipment,  and  incidental  expenses  cod- 

I  nected  therewith. 
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Stationery  and  printing. 

This  account  includes  cost  of  stationery  and  kindred 
supplies  in  connection  with  transportation  expenses. 
Insurance. 

This  account  includes  all  premiums  paid  by  carrier  to 
its  insurance  fund,  or  to  insurance  companies  for  insuring 
property  or  persons  where  the  loss  would  otherwise  be 
chargeable  to  transportation  expenses. 
Loss  and  damage — freight. 

This  account  includes  payments  for  loss,  damage,  delays 
or  destruction  of  freight  entrusted  to  carrier  for  transpor- 
tation, and  all  expenses  incident  thereto. 
Loss  and  damage — ^baggage. 

This  account  includes  payment  for  loss,  &mage  or  de- 
struction of  baggage  of  passengers,  and  other  personal 
property,  and  all  expenses  incident  thereto. 
Damage  to  property. 

This  account  includes  payment  for  damage  to  or  destruc- 
tion of  property,  except  to  freight,  baggage  and  live  stock 
transported,  including  all  expenses  in  connection  with  ad- 
justment of  such  damage. 
Damage  to  stock  on  right  of  way. 

This  account  includes  payment  for  live  stock  killed  or 
injured  while  trespassing  on  the  right  of  way,  and  pay 
and  expenses  of  employes  in  connection  with  adjustments 
with  property  owners. 
Injuries  to  persons — operation. 

This  account  includes  all  expenses  incident  to  injuries 
to  persons  in  connection  with  transportation,  and  expenses 
in  relation  to  the  adjustment  of  claims  coming  under  this 
head. 

107.  General  expenses. — The  last  subdivision  under 
operating  expenses  is  "general  expenses,'*  T^hich  can- 
not be  properly  included  in  any  of  the  above  classifica- 
tions, and  which  are,  as  the  name  implies,  expenditures 
covering  the  items  not  specifically  provided  for  by  the 
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other  classifications.  These  expenses  are  of  a  nature  to 
be  included  under  general  burden  or  overhead  charges 
in  connection  with  industrial  operations,  being  items 
that  cannot  be  provided  for  by  direct  charges  to  specific 
accounts.  The  subdivisions  included  in  this  account 
are: 

Salaries  and  expenses  of  general  officers. 

This  account  includes  pay  and  expenses  of  general  offi- 
cers and  subordinates  not  otherwise  provided  for. 
Salaries  and  expenses  of  clerks  and  attendants. 

This  account  includes  pay  and  expenses  of  clerks  and 
attendants  not  allocated  to  the  first  four  divisions. 
General  office  supplies  and  expenses. 

This  account  includes  rent,  repairs  of  rented  buildings 
and  fixtures,  alterations,  furniture,  and  all  expenses  and 
supplies  incident  to  heating  and  lighting  and  care  of  of- 
fices, and  other  general  office  expenses  not  otherwise  pro- 
vided for. 
Law  expenses. 

This  account  includes  the  salaries  and  expenses  of  offi- 
cers and  assistants  in  charge  of  the  law  department,  their 
clerks  and  attendants,  and  other  expenses  of  the  offices  not 
included  in  other  divisions. 
Insurance. 

This  account  includes  all  premiums  paid  by  carrier  to  its 
insurance    fund    or    to    insurance    policies    for    insuring 
property  against  loss  which  would  otherwise  be  chargeable 
to  general  expenses. 
Belief  department  expenses. 

This  account  includes  all  salaries  and  expenses  incurred 
in  connection  with  relief  departments,  including  contribu- 
tions made  to  such  departments. 
Pensions. 

This  account  includes  all  pensions  paid  to  retired  em- 
ployes and  expenses  in  connection  with  the  administration 
of  pension  department. 
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Stationery  and  printing. 

This  account  includes  all  the  cost  of  printing  annual 
reports,  cost  o{  blank  books,  forms,  etc. ;  postage,  station- 
ery and  supplies  in  connection  with  the  general  offices  not 
chargeable  to  other  accounts. 

Other  expenses. 

"This  account  includes  incidental  expenses  only — that 
is,  such  expenses  in  connection  with  'general  expenses'  ua 
are  not  properly  chargeable  to  any  of  the  foregoing  ac- 
counts ;  cost  of  piibhshing  notices  of  stockholders'  meet- 
ings, of  election  of  directors,  annual  reports  in  newspapers, 
of  dividends  declared,  and  of  other  corporate  and  financial 
notices  of  a  general  character;  fees  and  expenses  pud  to 
directors ;  also  contribution  to  funds  on  account  of  catas- 
trophes, epidemics,  etc." 

108.  Importance  of  analysis. — These  illustrations 
are  given  to  show  the  most  scientific  distrihution  of  ex- 
pense that  has  yet  been  provided  in  connection  with  any 
commercial  activity.  The  subdivisions  referred  to  are 
entirely  to  be  treated  in  connection  with  the  consider- 
ation of  operating  expenses,  and  not  to  be  confused 
with  charges  to  road  and  equipment,  or  additions  or 
betterments.  The  two  last  named  classifications  have  to 
do  with  those  items  of  expenditure  that  are  clearly  of 
capital  nature  and  are  not  expenses,  but  represent  ad- 
ditional outlays,  which  constitute  the  investment  of  the 
railway  in  such  property  "as  is  used  in  the  operation 
of  railways  as  transportation  agents."  It  is  of  the  ut- 
most importance  that  the  character  of  the  expenditure 
be  most  thoroughly  analyzed  and  studied  to  determine 
its  nature.  For  example,  there  is  an  account,  "in- 
creased weight  of  rail,"  within  the  general  classification 
of  additions  and  betterments.  To  this  account  there  is 
charged  the  excess  cost  of  the  heavier,  over  the  cost  of 
rail  displaced  and  released.    This  is  appropriate  to  be 


considered  as  a  betterment  becaiise  of  the  additional 
earning  power  that  the  increased  weight  of  rail  ^ves  to 
the  corporation. 

109.  Distribution  of  railroad  charget. — The  follow- 
ing interesting  illustrations  are  taken  from  Professor 
W.  M.  Cole's  very  valuable  work.' 

Nov  let  us  see,  by  a  simple  illustration,  how  railroad  charges 
are  distributed  among  the  numerous  accounts.  Suppose  an 
engineer  and  a  fireman  devote  the  morning  to  running  a  train 
for  a  construction  crew  distributing  ties  for  a  strip  of  second 
track.  The  Interstate  Commerce  Commission  has  under  the 
group  Transportation  Expenses  an  account  called  Road  En- 
ginemen.  The  wages  of  this  engineer  and  fireman  seem  to  b&- 
long  here;  but  when  we  realize  that  the  new  strip  of  track 
should  be  charged  to  capital  and  not  to  revenue,  we  see  that 
the  wages  should  go  to  some  account  that  will  be  included  ulti- 
mately in  the  principal  assets  account— Construction,  or  Cost 
of  Road,  as  it  is  more  commonly  called.  We  find  provision  for 
this  in  the  "  Classification  of  Expenditures  for  Road  and  Equip- 
ment." Under  the  account  entitled  Track  Laying  and  Sur- 
facing, we  find  directions  as  follows:  "To  this  account  should 
be  charged  the  cost  of  distributing,  laying,  spacing,  and  hning 
ties;  .  .  .  expenses  of  locomotives,  cars,  and  crews  dis- 
tributing track  material." 

Suppose  in  the  afternoon  of  the  same  day  the  same  engineer 
and  fireman  are  running  an  engine  hauUng  a  special  train  with 
coal  for  the  company's  use.  Two  important  matters  may  be 
misrepresented  if  an  error  is  made  in  charging  their  wages.  If 
the  wages  are  charged  to  the  natural  account  under  Trans- 
portation Expenses,  tliat  is,  Road  Englnemen,  and  no  charge 
is  made  to  fuel,  cost  of  fuel  is  understated,  and  by  go  much 
the  road  is  likely  to  be  misled  as  to  the  comparative  economy 
of  coal,  coke,  wood,  and  oil;  again,  since  this   cost  will   be 

I  Pp.  116-117.  "Accounts,  Their  CoDStructlon  and  InterpretBtlon,"  Wm. 
Morse  Cole,  Professor  of  Accounting  in  Harrard  University.  Published 
bf  Houghton,  MiSitt  Co. 
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included  in  the  general  costs  of  hauling  freight,  the  comparison 
between  costs  and  receipts  from  freight  will  be  misrepresented 
Either  of  two  methods  of  charing  will  avoid  the  difficulty; 
one  is  to  charge  the  wages  for  transportation  of  coal  direct 
to  fuel  account,  the  other  to  charge  them  to  Road  Enginemen 
and  then  charge  fuel  account  for  freight  at  regular  or  reduced 
rates.  It  is  better  accounting  to  represent  facts  exactly,  and 
at  no  stage  to  confuse  revenue  service  with  company  service. 
This  is  the  plan  of  the  Commission. 

If,  the  next  day,  these  enginemen  are  engaged  in  running  an 
engine  to  the  repair  shop  and  trying  out  another  that  has  been 
repaired,  clearly  their  wages  should  be  charged  not  in  the 
group  Transportation  Expenses,  but  in  that  for  Maintenance 
of  Equipment. 

If  on  that  afternoon  they  are  engaged  in  switching  cars  in  the 
yard,  the  charge  should  be  made,  under  Transportation  Ex- 
penses, to  Yard  Enginemen.  The  Commission's  classification 
gives  ten  accounts  for  yard  expenses.  One  purpose  to  which 
these  may  be  put  is  to  enable  a  manager  to  keep  run  of  the 
adequacy  or  inadequacy  of  switching  facilities.  If  the  tracks 
for  making  up  trains  arc  insufficient  in  number,  a  large  waste 
is  suffered  in  backing  and  pulling  to  arrange  cars  in  such  order 
that  they  may  be  dropped  easily  at  their  proper  stations  along 
the  way.  Is  land  for  adequate  terminal  yards  cheaper  than 
heavy  switching  expense?  Again,  the  question  is  likely  to  arise 
at  any  time  whether  it  is  cheaper  to  provide  at  a  certain  station 
an  engine  and  switching  train  crew,  or  to  have  the  switching 
done  at  that  station  by  regular  train  crews  who  shall  be  delayed 
long  enough  to  perform  the  switching  for  that  station  while 
en  route. 

Finally,  if  the  enginemen  are  hauling  an  ordinary  freight 
train  on  a  single  track  line  and  arc  delayed  so  much  by  switch- 
ing at  sidings  to  pass  other  trains  that  they  finish  their  day's 
work  two  hours  late  and  must  be  paid  extra  wages  for  that 
delay,  the  charge  may  then  be  made  to  Delayed  Time,  a  sub- 
division (under  Road  Enginemen)  not  provided  by  the  Com- 
mission.    This  account  may  serve,  te  extent,  to  meas- 


.1 


FOR  PUBLIC  UTILITIES 

ure  tKe  probable  saving  from  incrcasetl  siJings,  and  second, 
third,  or  fourth  track  along  the  line.  Even  to  greater  extent 
may  it  be  set  ugain.st  tlie  cost  of  iidditional  train  dispatchers 
and  telegraph  operators  to  report  train  movement. 

110.  Determination  of  elements  of  cost. — These  various 
charges  of  wages  for  enginemen  sufficiently  suggest  that  an  ac- 
countant must  look  far  below  the  surface  in  order  to  determine 
all  elements  of  cost,  for  here  to  the  superficial  observer  the 
men  were  doing  identically  the  same  work  in  all  cases ;  and  yet 
the  disposition  of  the  amount  of  their  wages  is  an  important 
element  not  only  in  determining  profits,  but  also  in  the  statistics 
by  which  the  manager  must  determine  his  policy.  In  four  of 
the  five  cases  the  charge  comes  out  of  revenue,  and  hence  profits 
would  not  be  affected  if  the  wages  were  carried  to  any  one  of 
these  accounts  rather  than  to  anotlier ;  but  any  confusion  would 
have  hidden  costs  in  conducting  different  parts  of  a  railroad's 
service.  In  the  first  case,  however,  since  charging  to  the  nat- 
ural account  would  have  been  to  revenue,  whereas  the  charge 
properly  should  have  been  to  capital,  it  would  have  understated 
both  the  profits  and  the  resources  of  the  road. 

111.  Information  necessary  for  the  manager. — Let  us  now 
lake  up  the  same  sort  of  thing  from  a  slightly  different  pomt 
of  view.  We  have  considered  some  accounts  and  what  they 
stand  for.  Let  us  now  take  a  simple  case  of  exercise  of  judg- 
ment by  the  manager,  and,  as  a  hint  of  what  accounts  must  be 
kept,  see  what  information  he  desires  to  get.  Mr.  J.  Shirley 
Eaton,  in  his  book  entitled  "Railroad  Operations:  How  to 
Know  Them,"  uses  for  illustration  of  one  of  his  points  the 
question  of  the  best  way  to  get  a  particular  bit  of  passenger 
traffic.  Is  it  better  economy  to  run  a  passenger  train,  to  add  a 
passenger  coach  or  two  to  a  freight  train  (making  what  is  called 
a  mixed  train),  or  to  give  up  altogether  the  attempt  to  get 
traffic?  Let  us  use  his  illustration,  adding  a.  tew  elements  for 
our  particular  purpose  here. 

112.  The  passenger  train. — The  first  question,  of  course,  is 
as  to  the  cost  of  the  passenger  train,  which  will  be  the  maximum 
cost  of  carrying  the  traffic.     This  can  be  estimated  fairly  well 
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from  the  ligiircs  of  cost  of  fuel,  enginemeo,  traia  service,  □ 
tcoancc  of  equipment,  etc.,  vith  a.  feir  extra  costs  that  may 
be  involved  in  the  service  of  gate-keepers,  ticket-sellers,  etc^ 
for  that  particular  train ;  for  sometimes  a  train  goes  along  rt 
such  a  time  of  day  that  it  involves  extra  hours  and  extra  be% 
for  the  service  along  the  road.  Next  we  have  to  estimate  Ota 
additional  revenue  from  that  particular  tnua ;  and  b^  this  we 
mean  not  merely  the  camings  of  that  train,  but  the  eamiiigi 
of  that  train  that  the  other  regular  trains  could  not  get.  For 
example,  without  such  a  train  it  is  possible  tliat  some  of  tir 
traffic  would  be  picked  up  by  later  or  earlier  trains  if  this  a 
were  net  sent  out.  On  the  otlier  hand,  however,  the  i 
from  a  train  may  be  greater  than  thft  earnings  from  that  pai^ 
ticular  train.  Some  trains  which  are  run  at  an  apparent  lot 
are  continued  because  they  make  suburban  towns  possible  for 
residence  to  people  who,  though  they  seldom  use  those  trains 
would  refuse  to  live  in  the  country  at  all  if  transportation  wer« 
not  available  whenever  their  need  may  arise.  Such  trains,  ther 
fore,  though  they  be  usually  almost  empty,  secure  largt 
suburban  traffic  both  morning  and  aftemooo. 

113.  The  mixed  (rain. — We  have  now  seen  means  of  detw- 
ipining  or  estimating  the  cost  of  the  passenger  train  and  tto 
probable  revenue,  and  we  have  still  to  determine  wliat  wool 
be  the  cost  and  probable  revenue  of  tlie  additional  ] 
coach  or  two  on  a  freight  train.  The  actual  additional  direct 
cost  of  the  passenger  car  or  two  cannot  be  large,  but  ! 
costs  are  likely  to  be  forgotten.  The  obvious  costs  are  extn 
fuel  and  extra  stationery  (for  reports)  and  lights;  but  1 
danger  of  accident  is  greater  on  a  freight  than  on  a  possengep 
train,  and  this  means  so  much  greater  cost,  either  direct  < 
indirect,  for  loss  and  damage.  It  is  diiRcult  to  stop  a  beavj 
freight  train  at  any  exact  given  spot,  so  that  to  stop  a  ] 
senger  car  in  front  of  the  passenger  platform  involves  mon 
or  less  of  power  (or  fuel),  more  wear,  especially  on  brake  shot 
(or  more  delay  in  slowing  down  very  gradually),  or  more  rid 
to  passengers  if  they  are  not  set  down  exactly  at  the  statioil 
This  last  danger,  which  seetus  vervtri^d^s.so  great  that  nop 
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railroads  refuse  to  sell  tickets  for  stations  at  which  trains  are 
not  advertised  to  stop,  even  though  the  trains  are  sure  to  stop 
near  the  station  for  water  or  for  a  grade  crossing;  railroads 
are  liable  for  damages  for  a  sprained  ankle  or  other  injuries 
if  the  passenger  is  not  given  a  safe  place  to  alight. 

Finally,  it  must  be  realized  that  the  revenue  from  the  mised 
train  is  likely  to  be  less  than  from  a  passenger  train.  It  fur- 
nishes a  less  desirable  mode  of  travel,  enables  a  road  to  compete 
less  well  with  other  roads  at  competing  points,  and,  since  the 
conductor  is  occupied  in  looking  after  his  freight,  is  less  likely 
to  yield  correct  fares.  Only  when  all  these  things  have  been 
considered  is  the  general  manager  in  a  position  properly  to 
determine  whether  such  a  train  should  be  run  or  not.  It  is  not 
true,  of  course,  that  in  every  case  careful  figuring  of  exactly 
these  items  is  done,  for  a  general  manager  from  long  experience 
has  acquired  a  general  knowledge  which  enables  him  to  give 
quick  judgment;  but  this  experience  upon  which  he  bases  his 
jiMgment  was  acquired  originally  tlirough  statistics  derived 
from  careful  accounting. 

It  should  be  obvious,  from  these  illustrations,  that  good  ac- 
counting will  distinguish  and  preserve  as  far  as  possible,  both 
the  cost  and  the  return  of  every  product  and  of  every  service ; 
for  only  thus  can  a  manager  know  what  sort  of  business  he  is 
really  doing. 

114.  Gas  companies. — One  of  the  best  illustrations 
of  cost  accounts  exhibiting  itemized  information  as  to 
costs  may  be  obtained  from  the  manufacturing  and  ex- 
pense reports  of  gas  companies  as  managed  under  the 
best  modem  system.  The  items  entering  into  the 
gross  earnings  are  (a)  sales  of  gas  for  illuminating 
purposes;  (b)  for  domestic  fuel;  (c)  to  manufacturers 
for  industrial  fuel;  (d)  for  power;  and  (e)  to  cities  for 
municipal  lamps;  the  total  of  these  being  the  primary 
aggregate  of  gas  sales.  To  this  amount  will  be  added 
fc  nfchpr  items  representing  earnings,  such  as  charges  rep- 
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resented  by  "minimum  bills"  instead  of  actual  meter 
reatlings,  and  "forfeited  discounts,"  being  penalties  for 
failure  in  making  prompt  payment.  The  total  of  these 
items  added  to  the  previously  stated  gas  sales  total 
shows  all  the  earnings  from  gas,  being  credits  to  earn- 
ings offset  by  debits  to  consumers  on  the  gas  company 
books.  From  this  total  there  is  deducted  the  amount 
estimated  to  be  lost  or  put  in  peril  from  contracting 
bad  or  doubtful  debts  and  the  result  is  the  true  gross 
earnings  from  the  gas  business.  The  operating  ex- 
penses deducted  from  this  amount  would  leave  the  net 
earnings  from  the  gas  industry. 

115.  Gas  sales  atiali/zed.— The  item  '(a)  above  is 
made  up  from  various  accounts  with  consumers  of 
illuminating  gas  at  various  rates  per  cubic  foot  fixed 
by  the  company  with  the  authority  of  the  Pubhc  Serv- 
ice Commission,  the  total  being  the  gross  sales  of  illu- 
minating gas;  and  from  this  amount  is  deducted  the 
items  of  adjustment  and  correction  of  errors,  rebates 
and  allowances  made  to  consumers,  the  difference  repre- 
senting the  net  sales  for  illuminating  purposes. 

The  analysis  of  item  (b)  above  discloses  various 
classes  of  sales  of  domestic  fuel  gas  of  various  appro- 
priate rates,  depending  upon  the  amount  consumed,  the 
total  being  gross  sales  of  domestic  fuel.  From  this 
total  there  is  deducted  rebates  and  allowances  necessa- 
rily granted  to  the  consumer,  the  difference  being  the 
net  sales  of  gas  for  domestic  fuel  purposes. 

The  item  '(c)  above  when  analyzed  shows  amounts 
charged  to  consumers  of  industrial  fuel  gas  at  various 
rates  depending  upon  the  amount  consumed,  the  total 
being  the  gross  sales  under  this  class.  From  this 
^gregate  there  is  deducted  the  rebates  and  allowances 
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appropriately  granted,  the  difference  being  the  net 
sales  for  power  purposes. 

The  item  (e)  above  when  analyzed  exhibits  gross 
earnings  from  street  lamps  of  various  classes,  repre- 
senting various  rates  appropriate  to  the  contract,  the 
total  representing  the  amount  of  charges  to  the  mu- 
nicipality representing  the  total  gas  consumed.  This 
outhne  will  he  typical  of  the  gross  earnings  shown  upon 
analysis  of  gas  accounts  to  be  offset  by  the  operating 
expenses. 

116.  Operating  expenses  analyzed. — These  expenses 
in  general  may  be  divided  into  four  classes:  (a)  Manu- 
facturing; (h)  distribution;  (c)  collection;  and  (d) 
general  (or  undistributable  expenses),  which  make  up 
the  total  of  operating  expenses.  This  summary  when 
analyzed  discloses  accounts  as  follows  in  connection 
with  manufacturing  classification : 

'(a)  (1)  Manufacturing  coal  gas;  '(2)  water  gas; 
'(3)  cost  of  purchased  gas,  the  aggregate  being  the  total 
cost  of  all  manufactured  and  purchased  gas.  The  next 
item  following  is  designated  as  manufacturing  loss, 
being  the  cost  of  gas  lost  and  unaccounted  for  in  its 
journey  between  the  holder  and  consumer's  meter.  The 
next  item  is  the  cost  of  gas  used  by  the  manufacturing 
company  itself  for  power,  heat  and  light,  which  is  de- 
ducted from  the  sum  of  preceding  items  of  manufactur- 
ing cost,  the  difference  representing  the  net  cost  in  the 
holder  of  gas  sold.  The  item  of  cost  of  gas  lost  and 
unaccounted  for  is  analyzed  by  a  special  account  show- 
ing (a)  the  value  of  gas  on  hand  the  first  of  the  month; 
'(b)  the  coal  and  water  gas  manufactured  during  the 
month;  (c)  the  gas  purchases  during  the  month;  the 
total  being  total  gas  made  and  purchased.     The  items 
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(b)  and  (c)  added  to  the  anwunt  on  hand  at  the  first 
of  the  month  give  the  total  amount  of  gas  to  be  ac- 
counted for.  The  gas  on  hand  in  the  holder  at  the  close 
of  the  month  is  deducted  from  the  above  total  to  be 
accounted  for,  leaving  an  item  of  gas  delivered  to 
mains.  From  this  aggregate  delivered  to  mains  is  de- 
ducted the  gas  sold  to  consumers  as  shown  by  the  met» 
readings,  also  the  gas  used  by  the  company.  The  agr 
gregate,  being  deducted  from  the  amount  delivered 
the  mains,  results  in  the  item  as  shown  above  and  mudl 
discussed  in  public  utility  commission  circles,  gas  lo^ 
and  miaccounted  for  (representing  waste). 

The  classification  of  expense  of  distribution,  wheQ 
analyzed,  discloses  the  various  items  contributing  to  ths 
total  cost  as  follows:  (b)  (1)  street  maintenance;  (2) 
service  maintenance;  (3)  street  department  expense; 
(4)  pumping  gas;  (5)  meter  maintenance;  (6)  mel 
department  expense;  (7)  setting  and  removing  meters] 
and  (8)  gratuitous  work  for  consumers.  To  the  to! 
of  the  above  items  is  added  the  one  representing  gas 
and  unaccounted  for,  being  an  item  lost  in  the  distribi 
tion  of  the  product,  the  gross  representing  the  total 
distribution  expense. 

(c)  The  classification  of  collection  when  anal; 
discloses  various  items  as  follows:  (1)  Cost  of  readii 
meters;  (2)  collection  office  clerical  salaries ;  (3)  colli 
tion  office  expenses;  (4)  rent  of  collection  office ;  (5)  ex- 
pense of  dehvermg  bills  to  consumers;  (6)  cost  of  ou1 
side  collections;  the  aggregate  being  total  collectii 
expenses  shown  under  operating  expenses. 

(d)  The  final  classification  in  this  group  of  gem 
expenses  is  shown  by  analysis  to  be  made  up  of  ite] 
as  follows:   (1)   aggregate  of  executive  salaries;    (2)i 
general  clerical  salaries;   (3)   general  office  exj 
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(4)  incidental  expenses;  (5)  rent  of  executive  office; 
and  (6)  legal  expenses.  These  various  items  are  to- 
talled and  to  the  amount  is  added  taxes  and  cost  of 
promoting  new  business,  the  aggregate  being  the 
amount  shown  under  the  general  account  of  operating 
expenses. 

117.  Promoting  new  business  account. — The  anal- 
ysis of  the  promoting  new  business  account  above  shown 
discloses  items  as  follows:  {1}  advertising  in  newspa- 
pers and  otherwise;  (2)  circulars  and  distribution, 
printing  of;  (3)  bonuses  and  commissions;  (4)  exhibi- 
tion expenses  for  appliances  consuming  gas;  (5)  sal- 
aries, wages  and  miscellaneous  expenses.  These 
amounts  are  totalled  and  considered  and  compared  with 
the  following  items:  (a)  cost  of  appliances  sold  and  (b) 
appliance  expenses.  These  then  are  totalled  and  the 
aggregate  compared  with  the  amount  received  as  the 
result  of  sales  of  appliances,  the  difference  being  either 
the  profit  or  loss  on  appliances.  If  the  result  is  a  loss 
it  is  added  to  the  five  items  of  expense  of  promoting 
new  business  shown  above,  and  the  total  cost  of  all  items 
in  this  analysis  is  determined  by  adding  cost  of  piping 
and  connection  expenditure  for  material,  lumber  and 
miscellaneous  expense,  and  if  the  result  is  a  gain  it  is 
subtracted  from  the  aggregate  of  the  five  items  and  the 
result  is  the  total  cost  of  promoting  new  business  when 
the  same  additional  costs  are  added. 

118.  Cost  of  coal  gas  manufactured.— In  connection 
with  the  cost  of  manufacturing  various  grades  of  coal 
gas,  additional  items  show  up  in  the  analysis,  viz:  (a) 
coal  carbonized ;  (b)  enricher;and  (c)  bench  fuel.  The 
total  of  these  three  items  being  the  cost  of  coal  gas  man- 
ufactured. From  this  total  is  deducted  the  value  of 
coke,  ammonia  and  carbon  residuals  or  by-products,  the 
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difference  being  the  net  cost  of  coal  gas  manufacturing 
material.  To  this  total  of  material  is  added  items  as 
follows:  (a)  retort  house  labor;  (b)  bench  repairs;  (c) 
retort  house  expense ;  and  the  result  ^ves  the  total  cost 
of  generating  coal  gas.  To  this  total  there  must  be 
added  various  items  as  follows;  (a)  purifying  coal  gas 
with  reference  to  labor  and  material;  (b)  general  works 
expense  for  coal  gas  divided  between  repairs  and  build- 
ing of  apparatus;  (c)  sundry  labor  for  coal  gas  pro- 
duction; (d)  works  expense  and  supplies  for  coal  gas; 
(e)  general  supervision  expense  for  coal  gas;  (f)  ex- 
penditure in  connection  with  district  "holder"  station. 
The  total  of  these  items  constitutes  the  cost  of  purifies^ 
tion  and  storage,  which,  added  to  the  cost  of  generating 
coal  gas,  produces  the  total  cost  of  coal  gas  in  the  holder. 
In  a  similar  way  the  items  of  cost  for  manufacturing 
water  gas  and  combinations  of  expense  in  connection 
with  the  treatment  of  purchased  gas  are  set  forth  in 
rigid  analysis,  the  expenditure  affecting  each  class  of 
gas  producer  being  lessened  by  residuals  and  increased 
by  the  miscellaneous  expenses  of  purification  and  stor* 
age. 

119.  Classification  of  expenses  for  gas  furnished  ike 
city. — In  connection  with  the  earnings  on  accomit  of 
gas  furnished  for  street  lamp  purposes  the  expenses  anS 
divided  as  follows:  (a)  lighting  and  extinguishing;  (b) 
repairing;  (c)  cleaning;  (d)  thawing;  (e)  rental;  (f) 
inspecting;  (g)  removing;  (h)  new  installations.  The 
amount  of  these  and  miscellaneous  items  being  deducted 
from  the  total  earnings  from  street  lamps  give  the  nt 
earnings  from  this  source. 

120.  Costs  and  earnings  for  electric  utilities. — A  re- 
port showing  the  gross  earnings  and  operating  expensq 
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costs  of  an  electric  utility  discloses  the  fallowing  illus- 
trative classifications  of  earnings. 

1.  Commercial  ligliting  earnings. 

Charges  to  consumers  for  electric  current  used. 

2.  Municipal  contract  lighting  earnings. 

Charges  to  cities  and  villages  for  electric  service. 

3.  Commercial  power  earnings. 

Charges  to  industries  for  electric  power  furnished. 
*.     Municipal  power  earnings. 

Charges  to  municipalities  for  power. 

5.  Sales  of  electric  current  to  other  public  utilities. 

6.  Miscellaneous  earnings  from  operation  not  included  in 

the  above. 

7.  Total  operating  earnings  being  the  aggregate  of  items 

1  to  6  inclusive. 

Item  1,  commercial  lighting  earnings,  Is  based  on 
meter  readings  for  electric  ciurent  furnished  for  com- 
mercial arc  Hghts,  and  commercial  incandescent  lights  sold 
on  contract  basis,  the  character  of  all  items  for  this  class 
being  represented  by  the  total  gross  sales,  amounts 
charged  to  consumers  and  credited  under  this  head. 
From  the  aggregate  of  these  earnings  is  deducted  re- 
funds, adjustments  and  corrections,  the  result  being  the 
amount  set  forth  in  the  earnings  under  classification  1. 

2.  Municipal  contract  lighting  earnings,  when  ana- 
lyzed, disclose  details  of  various  municipal  contract 
lighting  earnings,  showing  tlie  average  number  of  lamps, 
the  amount  per  lamp,  the  consumption  per  lamp,  the 
K.  W.  hours  of  current  consumed.  The  total  of  these 
items  for  the  various  arc  and  incandescent  classificationg 
equals  the  total  amount  reported  under  this  classifica- 
tion. ^^_ 

8.  Commercial  power  earnings,  when  analyzed,  Aom.   ^^^M 
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details  of  earnings  based  upon  meter  readings  showing 
charges  to  consumers  for  commercial  current,  for  power 
furnished  on  various  contract  bases,  and  on  various  con- 
tract rates,  being  the  total  gross  sales  of  this  class  from 
which  are  deducted  all  refunds,  adjustments,  correc- 
tions, etc.,  the  result  being  the  net  credit  to  commercial 
power  earnings  and  charges  to  the  public  under  this 
head. 

4.  Municipal  power  earnings,  when  analyzed,  show 
details  of  various  classifications  of  municipal  power  sold 
to  cities  and  villages  on  various  meter  and  contract  bases, 
from  the  total  of  which  the  refunds,  corrections,  etc.,  are 
subtracted,  the  result  being  the  net  municipal  power 
earnings. 

The  sales  of  electric  current  to  other  public  utilities 
and  miscellaneous  earnings  from  operation,  items  5  and 
6,  are  set  forth  in  sufficient  detail  to  show  clearly  the 
basis  of  contracts  classifications,  rates,  K.  W.  hours, 
and  amount  paid  furnished  in  detail,  the  other  miscel- 
laneous earnings  items  justifying  the  reporting  of  the 
amount  of  operating  revenues  uiider  these  classes. 

121.  Operating  costs  analyzed. — From  the  total  op- 
erating revenues  or  earnings  shown  in  the  income  account 
under  the  classifications  above  tliere  must  be  deducted 
operating  expenses,  being  costs  shown  under  the  fol- 
lowing heads,  the  figures  representing  account  numbers. 

Acct.  Nos.  Classifications. 

8.  Power  cost. 

9.  Transmission     and     transfonnation 

cost. 
10.  Storage  cost. 

11'.  Distribution  cost. 

IJB.  Consumption  cost. 

IS.  Commercial  cost. 
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Acct.  No.. 

Classifications. 

1*. 

General  cost. 

16. 

Undistributed  cost. 

16. 

Total  of  above  costs  of  opera- 

tion. 

Under  8,  cost  of  power,  there  is  a  subdivision  for  (a) 
steam  power  generation  cost,  (b)  gas  power  generation 
cost,  (c)  hydraulic  power  generation  cost,  and  (d)  cost 
of  electric  current  purchased. 

Account  8,  (a)  steam  power  generation  cost,  is  pri- 
marily divided  into  operation  and  maintenance,  under 
the  former  being  costs  of  superintendence,  engine  labor, 
electrical  labor,  miscellaneous  labor,  steam  generated, 
steam  purchased,  lubricants,  miscellaneous  power  plant 
supplies  and  expenses,  the  aggregate  of  these  items  be- 
ing the  total  operation  imder  costs  in  this  operation 
account.  Under  the  maintenance  subdivision,  the  items 
are — cost  of  maintenance  of  steam  engines  and  turbines, 
cost  of  maintenance  of  auxiliary  power  plant  electrical 
equipment,  cost  of  maintenance  of  power  plant  build- 
ings, fixtures  and  grounds,  the  aggregate  of  these  items 
being  total  maintenance  under  this  account.  Under 
classification  (b)  and  (c)  will  appear  practically  the 
same  subdivisions  as  under  (a)  separately  for  operation 
and  maintenance  costs. 

122.  Costs  of  transmission  of  electric  current. — The 
summary  of  all  power  items  costs  including  current 
purchases,  compiled  from  analysis  of  the  above  accounts, 
justifies  the  total  reported  under  the  classification  of 
power  cost  classification.  The  next  item,  account  9, 
transmission  and  transformation  of  electric  current  is 
divided  primarily  into  operation  and  maintenance;  un- 
der the  operation  being  cost  of  inspecting  and  patrol- 
I    ing  transmission  lines,  cost  of  labor  in  operating  sub- 
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station  and  transformer  station,  cost  of  supplies  and 
expenses  for  substation  and  transformer  station,  the 
aggregate  being  total  operation  under  tliis  cost  account. 
Under  maintenance  comes  cost  of  maintenance  of  trans- 
mission lines,  cost  of  maintenance  of  equipment  for  sub- 
station and  transformer  station,  cost  of  maintenance 
of  substation  and  transformer  station  buildings,  fixtures 
and  grounds,  the  aggregate  being  total  maintenance. 
The  summary  of  these  items  is  shown  to  justify  and 
furnish  authority  for  the  total  shown  under  this  classi- 
fication of  costs  of  transmission  and  transformation. 

123.  Storage  and  distribution  costs. — The  third  item, 
account  10,  storage  of  electric  current,  when  analyzed, 
discloses  the  following  account  under  operation  and 
maintenance: 

Operation : 

Cost  of  storage  battery  operating  labor. 
Cost  of  storage  batterer  supplies  and  expenses. 
Maintenance : 

Cost  of  maintenance  of  storage  battery  equipment. 
Cost  of  maintetiancc  of  storage  battery  buildings,  fixtui 
and  grounds. 

The  totals  of  maintenance  and  operation  items  of  cost 
result  in  the  total  storage  item  which  furnishes 
the  authority  for  this  classification. 

The  item  of  distribution  of  electric  current,  account 
11,  when  analyzed  furnishes  details  under  appropriate 
heads  of  operation  and  maintenance  as  follows, 

Operation  costs: 

Cost  of  labor,  removing  and  resetting  meters. 

Cost  of  labor,  inspecting,  removing  and  resetting  tran»- 

formers. 
Cost  of  labor,  inspecting  and  testing  meters. 
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Cost  of  miscellaneous  distribution  system  operating  labor. 
Cost  of  meter  department  supplies  and  expenses. 
Cost   of   miscellaneoua   distribution   system   supplies   and 
expenses. 
Maintenance  costs: 

Cost  of  maintenance  of  overhead  distribution  system. 
Cost  of  maintenance  of  underground  distribution  system. 
Cost  of  maintenance  of  transformers. 
Cost  of  maintenance  of  meters. 

The  totals  of  these  items  with  their  subdivisions  fur- 
nish authority  for  the  general  classification  of  distribu- 
tion under  operation  and  maintenance  expenses. 

124.  Consumption  costs. — Classification  12,  consump- 
tion of  electric  current,  is  primarily  divided  in  con- 
nection with  the  detailed  statement  into  commercial  and 
municipal  contract  lighting,  and  an  analysis  of  the 
accounts  discloses  the  following  subdivisions : 

A.      Consumption. — Commercial. 
Cost  of  trimming  and  inspecting  lamps— commercial. 
Cost  of  commercial  lamp  supplies. 
Cost  of  commercial  incandescent  lamp  renewals. 
Cost  of  miscellaneous  commercial  consumption  supplies  and 

expenses. 
Cost  of  customers*  premises  expense. 
Cost  of  maintenance  of  commercial  lamps. 

The  total  commercial  consumption  is  the  aggregate  of 
these  items. 

B.     Consumption. — Municipal  contract  lighting. 
Cost  of  trimming  and  inspecting  municipal  contract  lamps. 
Cost  of  municipal  contract  lamp  supplies. 
Cost  of  municipal  contract  incandescent  lamp  renewals. 
Cost  of  miscellaneous  municipal  contract  lighting  supplies 

and  expenses. 


Cost  of  tnaintenaDcc  of  municipal  contract  lamps. 

The  total  consumption  of  municipal  contract  lighting 
is  the  aggregate  of  these  items. 

The  totals  of  the  two  general  subdivisions  furnish  the 
figures  for  the  justification  of  the  classification  con- 
sumption. 

125.  Other  costs  of  electric  lighting  utilities. — Clas- 
sification 13,  commercial  cost,  when  analyzed,  discloses 
items  as  follows : 

Cost  of  collection  salaries  and  commissions. 
Cost  of  collecting  from  consumers. 

Cost  of  reading  meters  and  delivering  bills  to  consumers. 
Cost  of  collection  supplies  and  expenses. 
Cost  of  collection  of  bills  from  consumers. 
Cost   of   uncollectible   accounts    (reserve   charge),    being 
charges  to  operating  expenses  anticipating  bad  debts,  etc. 
Cost  of  promotion  of  business  salaries  and  commissions, 
supplies  and  expenses. 

Advertising,  exhibitions,  etc. 

This  account  is  analyzed  very  rigidly  and  a  full 
disclosure  of  items  required. 

The  total  of  these  items  with  their  subdivisions  fur- 
nishes justification  of  this  general  classification  of  com- 
mercial under  operating  expenses.  The  items  of  gen- 
eral and  undistributed  when  analyzed  disclose  items  as 
follows,  constituting  burden  discussed  in  Chapter  VII. 

OBNBaAL  COSTS,  ACCOUNT  14. 

operation  costi. 

Salaries  of  general  oiBcers. 

Salaries  of  general  office  clerks. 

General  oiSce  rent. 

General  otBce  supplies  and  expenses  not  distributable. 
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Law  office — general.     (For  the  benefit  of  the  entire  utU- 

itj.) 
Miscellaneous  general  expenses  (analyzed). 
Public  utility  commission  expenses,  being  expenses  of  hear- 
ings, etc. 

The  total  operation  under  general  is  shown  for  com- 
parison and  distribution  based  upon  percentages, 

Mamteftance  cotts. 

Maintenance  of  general  oiSce  etjuipmcnt. 
Maintenance    of    general    office    buildings,    fixtures    and 
grounds. 

The  total  maintenance  under  general  costs  is  shown 
for  comparison  and  distribution. 

The  grand  total  of  general  is  a  combination  of 
these  items. 

UKDUTBISUTED    COSTS. 

(To  be  distributed  as  burden.) 

Cost  of  injuries  and  damages  to  employes  generally. 

Cost  of  insurance. 

Cost  of  stationery  and  printing  for  operations  as  a  whole. 

Cost  of  operation  of  stores  department  benefiting  all  de- 
portments and  branches. 

Cost  of  maintenance  of  stores  department  equipment. 

Cost  of  maintenance  of  stores  department  buildings,  fix- 
tures and  grounds. 

Cost  of  operation  of  utility  equipment. 

Cost  of  maintenance  of  utility  equipment. 

Cost  of  maintenance  of  atility  buildings,  Extures  and 
grounds. 

The  total  of  these  suh-accounts  being  used  to  audit 
these  general  and  undistributed  burden  items  of  cost. 

To  the  operating  costs  and  expenses  as  above  set  forth 
L  are  added  an  allowance  for  depreciation  of  plant  and 
I      equipment  or  reserves  therefor;  reserves  for  extraordi- 
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nary  contingencies  and  taxes,  the  result  being  total 
operating  expenses  which,  when  compared  with  tola! 
operating  revenues  or  earnings,  result  in  an  amouni 
representing  either  net  operating  revenues  or  deficit, 
an  amount,  in  other  words,  showing  either  profit  or  lass. 

126.  Non-operative  revenues. — The  next  item  in  ^Jie 
classification  of  income  account  will  be  non-operatil^ 
revenues,  which  item,  when  analyzed,  is  shown  to  con- 
tain profits  on — (a)  merchandise  sales,  (net);  (bV 
wiring  and  installation  work,  (net) ;  (c)  rents  from, 
land  and  buildings,  conduits,  pole  lines  and  apparatus 
(net);  and  (d)  misceUaneous. 

The  accounts  when  analyzed  show: 

Profit  on  merchandise  sales  (net) : 

Total  credits  from  merchandise  sales. 

Merchandise  purchased. 

Merchandise  expense. 
Wiring  and  installation  work  (net): 

Total  credit  for  wiring  and  installation  work. 

Hateriala  purchased. 

Expense. 
Rents  from  land  and  buildings,  conduits,  pole  lines  and  ■ 
paratus  (nt;t): 

Real  estate  rentals  less  expenses. 

Conduit  rentals  less  expenses. 

Pole  line  rentals  less  expenses. 

Apparatus  rentals  less  expenses. 
Miscellaneous : 

Interest  on  deposits. 

Interest  and  dividends  from  investments. 

Appropriations  frum  municipal  funds  (in  tin.-  esse  of  n 
nicipal  plants  only.) 

127.  Purpose  of  the  exact  classifica' 
In  each  case  the  deductions  from  tbi 
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class  is  made  so  that  the  net  amount  of  profit  under  gen- 
eral subdivision  of  non-operating  revenues  is  shown,  and 
a  summary  is  given  of  all  such  non-operating  revenues 
,to  permit  the  audit  of  the  auiount  under  the  classifica- 
tion appearing  in  the  income  account.  This  miscella- 
neous item,  when  combined  with  the  amount  of  net 
operating  revenue  or  deficit,  produces  gross  income  or 
'(if  still  a  loss)  deficit.  The  utmost  exactness  is  required 
in  making  reports  of  costs,  Each  foreman,  assistant 
foreman,  agent  or  employe  of  the  company  must  report 
labor  and  material,  appropriately  applied  in  connection 
with  each  operation  or  transaction  on  behalf  of  the  cran- 
pany.  The  purpose  of  the  exact  classifications  em- 
ployed is  to  make  it  possible  for  comparisons  to  be  made 
between  the  performance  of  various  departments,  sub- 
departments  and  divisions  and  the  employes  thereof, 
and  to  make  possible  a  comparison  of  expenditures  for 
the  period  covered  with  that  of  former  periods. 

The  figures  representing  the  cost  of  operating  an 
electric  utility  plant  and  producing  electric  current  are 
valuable  in  a  cost  accounting  sense  to  the  extent  that 
they  can  be  absolutely  relied  upon  to  measure  the  ef- 
ficiency of  material,  of  labor,  and  of  supervision.  The 
classifications  above  shown  are  given  in  barest  skeleton 
form  and  do  not  assume  to  show  the  infinite  number  of 
subdivisions  of  the  accounts  that  are  appropriate,  and 
may  readily  be  framed  to  measure  the  economical  con- 
duct of  the  business  to  apply  to  the  peculiar  conditions 
of  the  business.  Generally,  material,  supphes,  fuel,  and 
items  shown  on  the  pay  roil  are  supplied  by  and  as- 
signed to  the  various  appropriate  accounts  and  sub- 
accounts with  the  greatest  fidehty  and  exactness.  What 
has  been  said  in  regard  to  gas  and  electric  utilities  ap- 
pUes  with  equal  force  to  all  public  utility  organizations. 
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The  names  given  are  not  considered  except  as  merely 
illustrative  methods  in  connection  with  what  has  been 
said  in  this  work  with  reference  to  the  necessity  for 
painstaking  distribution  of  labor  and  material. 


QUIZ  QUESTIONS 

{The  numbers  refer  to  the  numbered  sections  in 

the  tecct.) 

AUDITING 

CHAPTER  I 

1.  What  is  the  usual  definition  of  an  audit?  Is  criti- 
cism the  chief  duty  of  an  auditor?  What  additional 
qualifications  should  he  have? 

2.  Is  an  auditor's  duty  confined  to  a  detection  of 
errors?  Can  he  always  successfully  prove  wrong- 
doing wheh  he  is  satisfied  that  it  exists?  How  does 
he  diflFer  from  the  bookkeeper? 

8.  Is  a  theoretical  education  in  business  principles 
possible  or  valuable?  What  is  true  education?  How 
does  it  aid  practical  experience?  How  do  the  ana- 
lytical faculty  and  the  imagination  help  the  auditor? 

4.  Into  what  two  classes  are  accounting  professions 
divided? 

CHAPTER  II 

5.  What  are  the  objects  of  an  audit?  What  does 
the  word  "fraud'*  in  the  first  object  cover?  What  is 
the  usual  history  of  criminal  frauds? 

6.  In  investigating  for  suspected  fraud  what  pre- 
liminary scrutiny  should  the  auditor  make?  To  what 
extent  should  he  investigate  suspicious  entries,  and 
why? 

XI-29  *65 


7.  Are  errors  in  mechanical  accuracy  necessarily 
suspicious?  To  what  extent  should  small  errors  in  a 
trial  balance  be  investigated  and  why?  Describe  the 
analj-tical  method  of  finding  errors  in  a  trial  balance 
and  state  its  advantages. 

8.  What  is  the  principal  effect  of  errors  of  principle  ? 
In  what  part  of  the  accounts  are  they  most  apt  to  be 
found?     Give  some  instances. 

CHAPTER  III 

9.  What  is  a  single  entry  set  of  books?  Is  more 
than  one  book  essential?  How  much  of  an  audit  is 
it  possible  to  make  of  such  a  system?  How  are  profits 
ascertained  ? 

10.  Is  single  entry  ever  admissible?  Outline  such  a 
set  for  executors,  assignees,  produce  commission  mer- 
chants or  a  renting  agent.  Why  cannot  a  trial  bal- 
ance be  taken  of  such  a  set? 

11.  When  does  single  entry  show  its  inadequacy? 
What  conditions  necessitate  more  complex  accounts? 
How  does  double  entry  meet  these  conditions?  How 
does  the  trial  balance  exemplify  the  advantages  of 
double  entry? 

CHAPTER  IV 

12.  In  what  character  of  business  is  double  entry 
necessary?  Explain  why  sales  on  credit  demand 
double  entry;  or  long-time  bond  sales,  etc.  Why  is 
double  entry  advantageous  in  these  kinds  of  business? 

18.  What  does  double  entry  provide?  What  is  its 
foundation?  Give  one  or  more  rules  for  making 
journal  entries.  Describe  the  method  known  as  per- 
sonification of  the  accounts. 
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14.  Explain  the  fundamental  principles  of  debit  and 
credit.  Are  all  credit  balances  liabilities?  What  six 
classifications  may  be  made  before  determining  whether 
an  item  is  a  debit  or  credit? 

15.  Discuss  the  relationship  of  the  business  to  the 
proprietor.  Can  capital  be  considered  a  liability  of  the 
business?  If  so,  how  can  expense  and  other  nominal 
accounts  be  considered?  What  then  is  the  profit  and 
loss  statement? 

16.  Give  a  sketch  of  the  evolution  of  modern  ac- 
counts from  the  day  book  or  journal.  Why  is  a  cash 
book  really  a  journal?  Explain  the  journal  character 
of  any  other  book  from  which  postings  are  made.  Is, 
or  is  not,  anything  gained  by  journalizing  all  entries, 
and  why? 

17.  Is  it  advisable  to  journalize  all  entries?  What 
are  the  objections?    What  may  be  done  instead? 

CHAPTER  V 

18.  In  starting  an  audit  what  item  would  be  the  first 
to  be  verified?  If  there  are  checks  in  the  cash,  what 
should  be  noted  in  regard  to  them?  What  is  the  proper 
system  of  handling  incoming  cash? 

19.  How  can  a  defalcation  be  concealed  by  "lapping" 
or  holding  over  remittances?  How  does  the  practice 
of  copying  deposit  tickets  in  an  impression  book  fail  to 
prevent  it?  What  is  the  fallacy  of  depending  on  stubs 
or  carbon  copies  of  receipt  blanks? 

20.  How  can  this  method  of  making  an  independent 
list  of  remittances  be  made  to  save  labor,  where  many 
items  are  received?  What  is  the  advantage  of  deposit- 
ing all  the  receipts  in  bank? 

21.  Describe  the  "hnprest  system"  of  keeping  the 
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petty  cash.  In  order  to  have  all  cheeks  drawn  appear 
on  the  cash  book,  how  should  checks  given  in  exchange 
for  currency  be  handled?  And  checks  cashed  for 
others? 

22.  What  should  the  auditor  do  in  r^^ard  to  due- 
bills  of  officers  and  employees  found  in  the  cash?  How 
should  temporary  unadjusted  items  be  dealt  with,  in 
place  of  carrying  them  in  the  cash? 

28.  Should  the  auditor  be  satisfied  with  ascertaining 
that  the  bank  account  is  correct  at  the  end  of  a  fiscal 
period?  How  can  the  account  be  manipulated  be- 
tween audits?  If  bank  columns  are  carried  in  the  cash- 
book,  how  can  stubs  be  dispensed  with? 

24.  What  is  the  auditor's  duty  in  regard  to  the 
reconciliation  of  the  bank  account?  What  is  the  ordi- 
nary form  of  a  reconciliation  statement?  Describe  the 
four  table  form  and  the  balanced  statement.  To  what 
other  reconciliations  is  it  applicable? 

25.  What  is  the  usual  form  of  a  cash-book?  Why  is 
it  advisable  sometimes  to  have  the  receipts  and  disburse- 
ments in  separate  books?  What  is  the  disadvantage  of 
this  plan? 

26.  Describe  some  form  of  a  columnar  cash-book. 
In  what  two  ways  can  cash  discount  be  treated  in  the 
cash-book?  What  are  the  advantages  of  the  modern 
method?  What  is  the  danger  of  too  extended  a  col- 
unmization  of  books  involving  cash?  Give  an  illus- 
tration, other  than  the  one  given  in  the  text. 

27.  What  is  the  objection  to  a  loose-leaf  form  of 
cash-book  ? 

CHAPTER  VI 

28.  Why  is  notes  receivable  a  better  term  than  bills 
receivable?     What  is  the  origin  of  the  latter?     What 
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is  the  usual  idea  in  America  in  regard  to  a  draft  or 
bill  drawn  on  a  customer?  What  is  the  best  way  to 
register  bills  receivable  when  there  are  many  of 
them? 

29.  When  a  note  is  discounted,  to  what  account 
should  it  be  credited?  Why?  What  entry  is  made 
when  the  note  is  paid?  How  do  discounted  notes  ap- 
pear on  the  balance  sheet? 

30.  How  can  a  customer's  liability  on  note  account 
be  best  kept  track  of,  for  the  information  of  the  credit 
man? 

31.  How  should  the  auditor  verify  the  bills  receivable 
in  ordinary  cases?  What  additional  precaution  should 
be  taken  in  verifying  the  notes  held  by  a  bank? 

82.  Why  Is  unearned  interest  on  bills  receivable 
seldom  taken  into  consideration  in  ordinary  business 
houses?    How  can  it  be  easily  found  in  a  bank? 

33.  Why  is  the  term  accounts  receivable  objection- 
able and  what  should  be  substituted  for  it?  Describe 
the  controlling  and  subsidiary  accounts  in  this  connec- 
tion. To  carry  a  controlling  account  how  should  the 
books  of  original  entry  be  arranged? 

34.  What  items  are  sometimes  listed  by  bookkeepers 
as  accounts  receivable,  erroneously  from  the  auditor's 
viewpoint?  ^Vhat  is  the  auditor's  duty  in  regard  to 
them  in  preparing  a  balance  sheet? 

85.  How  should  the  auditor  classify  accounts  receiv- 
able? How  should  items  in  suspense  be  treated  and 
how  should  the  prospective  loss  on  them  be  taken  care 
of?  Can  any  fixed  rule  be  given  for  the  classification 
of  accounts  into  good,  doubtful  and  bad? 

What  is  the  auditor's  duty  in  closing  books  at 
the  end  of  a  fiscal  period  in  regard  to  providing  agaiusl 
;  loss  from  bad  debts?    To  what  account  should  itetiuU 
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losses  be  charged?    What  should  guide  in  estimating 
the  amount  to  be  set  up  as  a  reserve  for  bad  debts  ? 

87.  Is  it  necessary  to  check  the  accounts  receivable 
in  detail?  If  no  controlling  account  is  kept,  how  can 
the  auditor  verify  the  account  by  totals?  What  is  the 
best  way  of  verifying  the  accuracy  of  customers'  ac- 
counts? What  precaution  should  the  auditor  take 
when  sending  out  verifying  statements? 


CHAPTER  VII 

88.  To  what  extent  is  the  auditor  usually  responsible 
for  inventories?  Why  can  he  usually  depend  on  the 
quantities  reported  as  on  hand  by  responsible  employes? 
Should  he  be  satisfied  to  adopt  the  entire  inventory  as 
given  to  him? 

89.  What  is  "raw  material"?  How  can  the  simie 
thing  be  both  "finished  product"  and  raw  material? 

40.  What  is  the  basis  of  valuation  and  how  does  a 
drop  in  the  market  value  aflFect  it?  What  broad  prin- 
ciples of  profit  should  be  adopted? 

41.  What  are  elements  of  cost  besides  the  price 
actually  paid?  Against  the  inclusion  in  the  inven- 
tory of  what  items  should  the  auditor  guard  ? 

42.  What  is  "product  in  process,"  "finished  product"? 
How  should  they  be  valued  in  an  inventory?  What  is 
the  objection  to  valuing  at  selling  price  less  estimated 
cost  of  selling? 

43.  In  a  combination  of  companies  into  one,  how 
should  an  underlying  company  charge  out  its  product 
to  another  underlying  company  which  will  use  it  as 
raw  material?    Give  reasons. 

44.  Why  should  the  basis  of  an  inventor}^  always 
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be  the  same  in  the  same  company?    Why  is  it  also  im- 
portant that  the  true  basis  (i.  e.  cost)  should  be  used? 

45.  What  are  the  elements  of  cost  of  fixed  assets, 
such  as  machinery  and  tools? 

46.  How  should  a  factory  value  these  things  when 
it  makes  them  itself?  Explain  the  difference  between 
a  saving  and  a  profit. 


^ 


1  CHAPTER  VIII 

I        47.  What  is  depreciation?    How  does  it  differ  from 
I    fluctuation  ?    Is  the  latter  ever  taken  into  consideration 
]    in  reference  to  the  surplus?    When  must  it  find  ex- 
pression in  the  accounts? 

48.  Why  must  depreciation  always  fmd  expression 
'    in  the  accounts?    Why  do  not  repairs  do  away  with  the 

necessity  for  depreciation  allowance? 
I        49.  What  are  the  causes  of  depreciation? 
I         50.  What  are  the  elements  of  depreciation,  determin- 
I     ing  the  amount  to  he  charged  off?     Is  it  feasible  to 
I    establish  a  general  table  of  depreciation  apphcahle  to 
all  classes  of  assets? 

51.  What  are  the  different  methods  of  charging 
depreciation?  Discuss  the  four  plans  usually  followed 
and  state  your  own  preference  and  the  reasons  for  it. 

52.  Is  the  amount  of  depreciation  to  be  allowed,  a 
certain  quantity  or  an  estimate?  What  is  the  duty  of 
the  auditor  in  verifying  the  estimate?  Of  what  value 
in  this  connection  is  the  periodical  appraisal  by  an 
expert? 

58.  In  what  ways  is  depreciation  expressed  on  the 

books  ?     What  in  your  opinion  is  the  best  method  ?     I  f  a 

^jgerve  is  set  up  what  entries  are  made  when  an  asset  is 


finally  discarded?    How  can  a  combination  of  two  of 
the  methods  be  used  to  advantage? 

54.  What  entries  should  be  made  when  a  depreciated 
asset  is  sold?  What  book  may  be  kept  for  entries  of 
such  assets? 

CHAPTER  IX 

55.  At  what  value  should  buildings  owned  by  the 
business  be  carried  on  the  books  ?  What  elements  con- 
stitute that  value?  When  does  cost  stop  and  operating 
expense  begin?  What  will  increase  the  asset  value  of 
a  building  while  in  use? 

56.  What  special  element  governs  the  rate  of  depre- 
ciation? How  should  building  expenses  be  treated  in 
the  accounts? 

57.  What  is  the  basis  of  the  valuation  of  land  owned 
by  the  business?  What  additions  to  original  cost  are 
permissible? 

58.  What  is  the  objection  to  writing  up  the  book 
value  of  unsold  land  when  market  value  has  increased? 

59.  How  should  land  donated  to  a  factory  condition- 
ally, be  treated  on  the  books  before  title  is  acquired; 
how,  after  conditions  are  met,  and  title  acquired  1  Dis- 
cuss the  different  methods  suggested  and  state  your 
preference  and  the  reasons  for  it. 

60.  How  does  the  treatment  of  land  bought  for  re- 
sale differ  from  that  of  land  bought  as  a  permanent 
investment?  In  selling  lots  from  a  sub-division,  what 
would  constitute  the  cost  and  how  should  unsold  lots, 
be  valued?  Is  it  correct  to  add  interest  on  the  capital 
invested  to  the  cost  of  the  land  ? 

61.  Criticise  the  expression  "real  estate  and  build- 
ings." I 

62.  Wlmt  is  the  auditor's  duty  in  regard  to  the  valu- 
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ation  of  patterns?  To  what  should  special  patterns 
for  specific  work  be  charged?  How  should  patterns  be 
depreciated  ? 

63.  What  is  the  basis  for  the  valuation  of  patents? 
When  only  should  they  be  given  a  greater  value  than  the 
actual  cost  of  getting  them  out?  What  element  other 
than  lapse  of  time  may  govern  depreciation?  What  is 
the  auditor's  duty  in  case  one  or  more  companies  in  a 
merger  desire  to  capitalize  their  patents? 


CHAPTER  X 

64.  To  what  account  may  the  expense  of  putting 
a  business  on  a  paying  basis  be  charged? 

65.  Why  can  no  satisfactory  definition  be  given  of 
good-will?  What  does  it,  in  general,  consist  of?  Is 
there  a  property  right  in  it? 

66.  What  rights  has  the  purchaser  of  good-will? 
What  is  the  position  of  the  seller  in  respect  to  competi- 
tion with  the  buyer?  What  part  does  the  name  of  the 
business  play  in  a,  transfer  of  good-will;  also  trade 
marks? 

67.  When  does  the  valuation  of  good-will  come  imder 
the  notice  of  the  auditor?  How  does  the  attitude  of 
the  seller  affect  the  valuation?  What  is  the  principal 
basis  of  valuation,  and  what  elements  affect  it?  Does 
it  differ  as  between  individuals,  jjartners  and  corp<jrft- 
tions? 

68.  Why  should  a  suflicient  number  of  years  be  taJwu 
into  account  in  fixing  the  earning  power?     Wliat  a 
the  auditor  note  as  the  essential  to  averaging  e 

69.  How  may  average  earning  power  be  detemMMd' 
Should  variations  in  the  earning  power  be  alkMVcd  ■>!. 
affect  the  valuation  of  good- will? 


464  AUDITING 

70.  What  should  be  the  relation  of  good-will  to 
profits?  Should  good-will,  once  legitimately  put  into 
the  accounts,  ever  be  charged  off?  How  can  good-will 
be  recognized  and  paid  for  in  acquiring  a  business,  with- 
out putting  it  on  the  books? 

71.  What  illegitimate  use  is  made  of  the  good-will 
account?  What  is  the  auditor's  duty  when  he  en- 
counters it?  Explain  the  expression  "number  of  years 
purchase"?  What  does  the  capitalization  of  earnings 
mean  and  how  is  it  calculated?  If  good-will  is  charged 
off,  does  it  estabUsh  a  secret  reserve? 

72.  Wiiat  are  deferred  charges  carried  as  assets? 
Why  are  they  thus  carried?     Give  some  examples? 

78.  When  may  advertising  be  regarded  as  a  deferred 
charge? 

74.  What  entries  may  be  made  for  development  ex- 
penses ;  when  are  these  not  deferred  charges  ? 

75.  Give  examples  of  other  deferred  charges. 
Should  a  special  account  be  opened  for  such  a  deferred 
charge  as  unexpired  insurance  ?  Is  it  advisable  to  open 
an  inventory  account? 


CHAPTER  XI 

76.  In  examining  the  assets  what  kind  of  mis-state- 
ment is  principally  to  be  guarded  against?  What  is 
the  danger  in  regard  to  the  liabilities?  Why  is  it  more 
difficult  to  detect  error  in  the  liabilities  than  in  the  as- 
sets? 

77.  How  should  accounts  payable  be  verified?  Why 
is  it  difficult  to  detect  the  suppression  of  accounts  that 
may  be  due  by  the  house?  Why  would  not  communi- 
cating with  the  creditors  detect  it?    What  should  the 
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auditor  do  in  regard  to  journal  entries  disposing  of  an 
account  payable? 

78.  How  are  accounts  payable  that  are  accrued  but 
not  due,  to  be  treated  ? 

79.  How  should  a  street  railroad  treat  its  tickets; 
when  they  are  sold;  and  when  redeemed  in  fares?  Can 
card  tickets  out  of  which  each  ride  is  punched  be  kept 
track  of  at  all? 

80.  How  are  merchandise  coupon  books  often  treated 
by  stores?  What  is  the  auditor's  duty  in  regard  to 
these  classes  of  liabilities  ? 

81.  Why  is  it  difficult  to  detect  unrecorded  notes  pay- 
able? How  could  such  a  note  exist  without  appearing 
on  the  books?  What  clues  might  lead  the  auditor  to 
suspect  the  existence  of  such  paper? 

82.  Under  what  conditions  would  he  he  relieved  from 
responsibihty  if  he  did  not  detect  the  existence  of  such 
notes?  What  is  often  done  with  an  individual  bill  of 
an  officer  of  the  company? 

88.  Why  is  accomodation  paper  hard  to  locate? 

84.  To  what  extent  is  the  auditor  interested  in  the 
different  classifications  of  bonds?  In  an  original  in- 
vestigation what  should  he  investigate  in  regard  to  an 
issue  of  mortgage  bonds;  in  regard  to  income  bonds? 
When  can  a  company  substitute  equivalent  property 
for  that  covered  by  the  bonds? 

85.  Why  can  unissued  bonds  be  carried  as  an  asset, 
while  imissued  stock  cannot  be?  Can  bonds  be  sold 
by  the  company  at  a  discoimt? 

86.  What  is  the  real  nature  of  bond  discount?  What 
wrong  deduction  has  been  made  from  this  fact? 

87.  What  is  the  true  theory  of  discount  on  bonds? 
What  is  the  argument  in  favor  of  carrying  the  bond 
account  at  the  net  value?    How  would  the  discount  be 
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treated  under  this  plan?    W^lat  is  the  auditor's  duty 
in  regard  to  the  general  treatment  of  bond  discount? 

88.  If  bonds  are  issued  at  a  premium,  how  should  the 
premium  be  treated? 

89.  In  the  case  of  bonds  bought  at  a  premium,  what 
docs  each  coupon  represent  when  it  is  paid?  On  what 
basis  is  the  real  interest  on  such  bonds  calculated  i  How 
do  bond  dealers  usually  carry  their  bond  holdings  and 
how  do  they  treat  the  interest  on  them  ? 

90.  What  is  a  sinking  fund  ?  What  should  it  consist 
of?  What  investments  are  preferable  for  it?  Why 
are  sinking  fund  bonds  not  canceled?  When  bonds 
are  paid  and  canceled  can  they  be  charged  to  sinking 
fund? 

91.  Why  is  a  sinking  fund  almost  always  established 
out  of  profits"?  Does  this,  in  your  opinion,  mean  that 
it  is  chargeable  to  profit  and  loss?  ^Vhat  is  the  even- 
tual result,  when  the  bonds  are  finally  redeemed? 
What  is  the  effect  on  the  apparent  book-value  of  the 
company  in  the  balance  sheet?  How  does  the  Inter- 
State  Commerce  Commission  treat  this  question?  Do 
you  agree  with  them?  What  is  the  true  function  of  a 
reserve  account?    What  is  the  real  nature  of  a  fund? 

CHAPTER  XII 

92.  What  differences  exist  between  the  capital  of  i 
partnership  and  of  a  corporation? 

93.  How  is  the  excess  of  net  assets  over  nominal 
capital  expressed  in  a  corporation?  In  what  ways 
deficit  often  taken  up  in  the  accounts?  When  such 
deficit  is  covered  up  in  the  accounts  what  is  the  stoi^ 
said  to  be? 

94.  What  is  the  auditor's  duty  in  regard  to  the  leg) 
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steps  to  be  taken  in  incorporating  a  company?  How 
is  the  subscription  to  the  capital  shown  in  the  accounts? 
Describe  the  stock  ledger  and  show  why  the  stock 
should  be  credited  to  the  holder.  How  are  transfers  of 
stock  recorded  on  the  stock  ledger?  Is  the  certificate 
of  stock,  the  stock  itself? 

95.  How  is  the  payment  for  stock  evidenced?  What 
precaution  should  the  auditor  take  in  regard  to  stock 
issued  for  property?  What  is  his  duty  in  regard  to 
the  valuation  of  the  property?  What  is  his  duty  when 
stock  is  sold  at  varying  prices?  What  salaries  are 
paid  in  stock,  how  should  they  be  charged  on  the  books? 

96.  What  is  the  auditor's  duty  as  to  verifying  the 
issue  of  stock?  What  is  his  duty  as  to  the  outstanding 
stock  in  audits  subsequent  to  full  issue?  Must  he  ex- 
amine all  transfers?  If  the  stock  does  not  balance  how 
can  he  most  easily  detect  the  errors?  How  much  is 
the  auditor  relieved  from  responsibility  when  stock  is 
registered  by  a  trust  company? 

97.  What  is  the  usual  custom  when  stock  is  sold  at 
a  discount  and  the  proceeds  invested  in  fixed  assets? 
What  is  the  auditor's  duty  in  regard  to  this  discount? 
What  should  be  done  when  the  stock  is  issued  directly 
for  the  purchase  of  fixed  assets?  If  stock  is  sold  at  a 
premium  what  may  be  done  with  the  premium?  In 
the  absence  of  special  provisions  what  is  its  real  char- 
acter? 

98.  What  is  the  duty  of  an  auditor  when  a  company 
has  different  classes  of  stock?  How  does  a  mis-state- 
ment of  profits  affect  non-cimiulative  preferred  stock? 

99.  What  is  the  status  as  a  liability  of  unpaid  cumula- 
tive preferred  dividends?  In  this  regard  how  would  a 
balance  sheet  for  creditors  differ  from  one  for  stock- 
holders? 
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100.  What  is  treasury  stock?  What  are  often 
wrongfully  called  treasury  stock?  Why  should  the 
auditor  know  the  law  in  regard  to  treasury  stock  in  the 
state  by  which  the  company's  charter  is  issued?  What  is 
tlie  position  of  treasury  stock  as  to  voting  power  and 
dividends  ? 

101.  How  does  stock  usually  get  into  the  treasury? 
What  credit  should  offset  it  when  donated?  What  en- 
tries should  be  made  when  such  stock  is  sold  at  a  dis- 
count? Does  donated  treasury  stock  establish  a 
surplus? 

102.  What  is  the  auditor's  duty  if  the  balance  sheet 
over-estimates  the  value  of  the  company?  If  there  is 
an  under-estimate  of  net  value,  what  is  said  to  have 
been  estabhshed?  What  is  the  usual  object  of  a  secret 
reserve?  What  are  the  opinions  of  some  high  authori- 
ties in  regard  to  the  auditor's  duties  when  he  discovers 
that  a  secret  reserve  has  been  established? 

108.  What  is  the  objection  to  the  practice?  When 
it  consists  of  unreahzed  values  how  can  the  true  con- 
dition be  stated? 

CHAPTER  XIII 

104.  What  is  the  revenue  account?  Why  is  it  di- 
vided into  tables?  What  are  the  usual  tables  into 
which  it  is  divided?  Is  there  any  inflexible  rule  for 
making  up  these  tables?  How  can  the  auditor  best 
decide  as  to  the  classification  of  the  items  ?  Why  should 
he  always  follow  the  same  plan  in  different  periods  of 
the  same  concern? 

105.  What  is  the  objection  to  keeping  purchases  and 
sales  in  a  single  merchandise  account?  What  items 
should  be  treated  as  deductions  from  sales  and  not  as 
charges,   and   why?    What  is   the  auditor's   duty   io 
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regard  to  the  method  adopted  for  recording  sales? 
How  can  salesmen's  commissions  be  most  easily  taken 
care  of? 

106.  How  are  shipments  to  branches  often  errone- 
ously shown  in  the  accounts?  What  is  the  objection 
to  biUing  goods  to  branches  at  more  than  cost  ?  What 
is  the  proper  method  ? 

107.  How  should  installment  sales  be  treated?  Why 
should  not  the  total  sales  be  credited  to  revenue? 
Under  what  circumstance  can  full  credit  be  taken  for 
sales  for  future  delivery?  What  precautions  should 
the  auditor  take  if  this  is  done?  What  is  the  correct 
principle  in  regard  to  such  sales? 

108.  What  are  the  different  methods  of  treating  sales 
in  the  revenue  account?    Wliat  does  each  method  show? 

109.  How  is  cash  discount  carried  on  the  books  of 
original  entry?  Explain  the  two  methods  usually  used 
and  the  reasons  for  them.  What  is  the  auditor's  prin- 
cipal concern  in  regard  to  it? 

110.  What  attention  should  be  paid  to  cash  discount 
liable  to  be  deducted  in  making  up  a  balance  sheet? 
What  is  tlie  usual  American  idea  as  to  the  time  at 
which  it  enters  into  the  accounts?  What  two  different 
views  are  taken  of  it  as  to  whether  it  is  a  reduction  of 
price  or  a  capital  expense  or  profit?  What  are  the 
arguments  for  each  view  and  the  auditor's  duty  in  re- 
gard to  it? 

111.  Why  should  discount  taken  be  kept  separate 
from  discount  given  ?  Why  is  it  important  that  neither 
shall  be  mixed  in  the  accounts  with  interest? 

112.  What  is  tlie  distinction  between  cash  discount 
and  trade  discount  ?  Give  a  definition  of  each.  What 
is  the  auditor's  duty  as  to  verifying  cash  discounts? 
Why  should  he  pay  any  attention  to  trade  discounts  ? 
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113.  What  is  a  voucher?  Why  are  credits  hard  to 
verify?    How  is  the  auditor  limited  in  regard  to  them? 

114.  What  is  tlie  essential  element  in  a  voucher  for 
payments?  How  can  they  best  be  audited?  Hqiw 
may  an  apparently  good  voucher  not  be  a  real  onei 
Give  illustrations  and  state  the  auditor's  responsibility 
in  regard  to  them. 

115.  What  should  the  auditor  do  when  an  oflBce 
careless  about  taking  receipts  for  cash  payments?  Why 
are  vouchers  for  journal  entries  necessary?  How 
should  an  auditor  scrutinize  and  identify  vouchersr 
Why  should  not  cliecks  made  to  the  personal  order  of 
an  officer  of  a  company  be  indorsed  by  him  in  blank? 
What  is  the  duty  of  an  auditor  when  he  notices  any  such, 
careless  habits  in  an  office? 

116.  Why  should  items  in  an  expense  column 
especially  carefully  vouchered  by  the  auditor?     When 
are  cancelled  checks  admissable  as  vouchers? 

117.  What  is  the  auditor's  duty  in  regard  to  pay- 
rolls? How  many  persons  should  have  oassed  the  pay- 
roll and  certified  the  payment  ? 
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118.  How  were  books  "closed"  originally?     What 
the  "balance  account"? 

119.  What  items  go  into  the  third  or  profit  and  loM 
table  of  the  revenue  account?  What  are  the  net  operat- 
ing profits  and  net  profits? 

120.  Why  should  percentages  be  made  up  from  the 
foregoing  tables?  "What  use  should  the  business  be 
able  to  make  of  them? 

121.  What  other  method  than  percentages  may  be 
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used  to  show  the  rise  and  fall  of  the  total  amount  of 
business  ? 

122.  Why  is  it  important  to  find  causes  of  loss  and 
gain?  What  may  the  accountant  and  the  cost  account- 
ant do  to  help  the  manager  of  the  business? 

123.  Is  it  necessary  to  have  separate  revenue  state- 
ments for  each  department  of  a  business?  If  so,  what 
information  is  it  the  duty  of  the  auditor  to  acquire? 
What  difficulties  vnW  he  meet? 

124.  Why  is  tlie  distribution  of  general  expense  evai 
more  difficult?  What  may  be  done  in  a  department 
store  to  divide  general  expense  among  the  departments  ? 

125.  What  is  done  with  the  net  profit  from  the  profit 
and  loss  table?  What  further  items  go  into  the  sur- 
plus account?  What  is  the  surplus?  From  what 
sources  may  it  he  derived  ?  How  may  it  be  divided  on 
the  balance  sheet?  Why  should  extraordinary  items 
be  put  into  surplus  rather  than  profit  and  loss? 

126.  How  may  a  profit  be  correct  from  a  bookkeep- 
ing standpoint  and  not  one  in  the  auditor's  opinion? 

127.  What  is  one  crucial  test  of  a  profit?  Is  a  state- 
ment of  profits  in  a  going  business  a  statement  of  facts 
or  an  opinion?  Can  interest  on  stockholders'  capital 
be  charged  as  a  cost  of  development  work? 

128.  What  are  capital  expenditures?  How  should 
the  cost  of  alterations  that  increase  efficiency  be  treated? 
When  ample  reserves  have  been  set  up  against  the  old 
assets,  what  is  the  treatment  when  new  assets  are  bought 
to  replace  them?  To  what  are  ordinary  repairs  charge- 
able? How  is  the  sale  of  a  depreciated  asset  treated  in 
the  accounts? 
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129.  Wliat  is  an  essential  to  the  payment  of  a  diT 
dend?    "What  methods  are  sometimes  followed  ? 

130.  What  examination  should  the  auditor  make  of. 
the  items  in  a  balance  sheet  to  determine  whether  ■ 
dividend  is  justified?  In  whom  does  the  power  to  de 
elare  a  dividend  rest  ?  ^Vhat  is  the  auditor's  duty  if 
thinks  the  dividend  not  justified? 

131.  Is  it  always  an  essential  that  the  money  be 
hancj  to  pay  a  dividend?  If  not,  what  method  may 
adopted? 

182.  Can  a  board  of  directors  ever  be  forced  to  pay 
a  dividend  ? 

133.  What  is  the  status  of  stockholders  who  have  ni 
paid  up  in  full  ? 

134.  What  is  the  difference  between  cumulative  and' 
non-cumulative  preferred  dividends?  What  is  the  rela- 
tion between  dividends  on  preferred  and  common  stock! 

185.  What  two  methods  of  paying  dividends  are 
used  and  what  are  the  entries  necessitated  by  each?  To 
whom  is  a  dividend  payable?  What  is  meant  by  cloa- 
ing  the  transfer  books? 

186.  What  is  a  liquidating  dividend?  On  whtt 
basis  is  it  paid? 

187.  In  a  partnership  where  the  profit-sharing  rale; 
is  different  from  the  ratio  of  capital,  how  is  the  excess 
above  capital  dividend?  Under  similar  conditions 
when  the  capital  is  impaired,  what  should  be  the  pro-' 
cedure  when  one  or  more  of  the  partners  have  made 
loans  to  the  business? 

138.  When  there  have  been  heavy  losses,  what  is 
danger  in  paying  liquidating  divider-*"  *"  -"-»-"— 
proportion  to  their  capital?     If  * 
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tain  what  is  tlie  only  safe  plan  to  pursue,  and  why? 
AVhy  does  the  profit  sharing  ratio  apply  to  the  losses 
disclosed  hy  liquidation? 

139.  When  does  the  distinction  between  principal 
and  income  most  often  come  to  the  notice  of  the  auditor? 

140.  In  which  category  should  profits  on  bonds  or 
stock  originally  belonging  to  an  estate  be  put? 

141.  How  should  wasting  assets  be  treated?  How 
should  the  premium  on  bonds  held  be  treated? 

142.  What  are  usual  charges  against  the  principal 
of  an  estate?  How  should  the  following  he  treated; 
taxes,  alterations  and  additions  to  property. 

143.  What  should  be  done  concerning  contracts  made 
by  the  testator?  To  whom  should  the  trustees  pay  any 
profits  from  the  contracts?  Are  the  expenses  of  man- 
agement chargeable  against  income  or  principal? 

144.  What  accrued  income  belongs  to  the  principal? 
What  is  the  difference  between  British  and  American 
practice  in  regard  to  dividends  on  stock  held? 

145.  What  should  be  done  in  regard  to  the  division 
between  principal  and  income  when  a  company  de- 
clares a  dividend  larger  or  smaller  than  its  actual  earn- 
ings for  the  period  ? 

146.  What  is  the  difficulty  encountered  when 
extraordinary  cash  dividends,  or  stock  dividends  are 
paid  on  stock  held?  What  are  the  arguments  for  and 
against  giving  them  to  the  principal?  What  conflict- 
ing decisions  have  been  rendered?  Why  does  the 
Pennsylvania  rule  seem  to  be  most  equitable?  In  all 
these  conditions  what  should  the  auditor  advise  liis  client 
to  do?  How  should  he  advise  a  holding  company  to 
treat  dividends  from  underlying  companies? 

147.  From  what  does  the  confusion  in  all  these  cases 
arise?     What  is  a  necessary  quality  of  income?    What, 
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however,  must  govern  the  final  decision  of  the  disp 
tion  of  an  item?    How  could  attorneys  save  a  j 
deal  of  confusion  resulting  from  the  different  c 
lions  of  wills? 


CHAPTER  XVI 

148.  What  should  be  the  attitude  of  the  auditor  tnfl 
his  client?    To  what  extent  can  he  yield  to  his  ideasT 
Why  is  the  frequent  audit  better  than  the  annual? 
Why  should  the  auditor  use  the  same  assistants  each 
time  for  the  same  client,  as  far  as  possible?  ■ 

149.  What   should   be   his   attitude   to   his   clien^tJ 
clerical  force?    To  what  extent  should  he  consult  thdr 
convenience  in  arranging  the  work?    In  case  of  op- 
position what  is  his  duty? 

150.  In  a  first  audit  what  study  should  be  made  of 
the  business?  What  use  would  he  make  of  the  info^ 
mation  thus  acquired?  How  would  he  use  this  infor- 
mation in  subsequent  audits?  What  reports  should  be 
made  by  the  assistants?  Can  any  inflexible  rules  be 
laid  down  as  to  the  course  to  be  followed  in  all  audits? 
What  is  the  essential  thing  in  regard  to  the  entire  work? 

151.  What  is  the  custom  of  many  auditors  in  regard 
to  abstracting  the  accounts?  Describe  this  method  Jn 
general.  Why  is  this  safer  than  checking  the  books! 
What  are  its  other  advantages?  How  can  the  closing 
entries  and  balance  sheet  be  made  by  this  method? 
How  does  it  facilitate  the  word  of  a  continuous  audit? 

152.  Is  it  imperative  that  the  auditor's  report  should 
always  be  in  conventional  form  ?     What  care  should  be  . 
taken  to  cover  important  items  to  which  attenti 
be  drawn?    To  what  extent  should  det" 
a  report?    To  what  extent  should  impi 
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office   methods   be    recommended?    What   should   his 
formal  certificate  cover  I 
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153.  What  should  be  the  auditor's  attitude  when  a 
witness? 

154.  What  are  the  two  faults  he  is  apt  to  fall  into? 
What  difficulties  will  he  encounter? 

155.  Why  should  he  have  some  general  knowledge  of 
the  laws  of  evidence? 

156.  Why  should  he  be  modest  as  to  his  own  ability? 
To  what  can  he  testify  as  an  expert? 

157.  What  are  his  limitations  as  an  expert  witness? 

158.  Wliat  is  the  great  fault  of  many  so-called  sys- 
tematizers? 

159.  In  putting  in  a  system  what  must  the  auditor 
avoid?  What  must  he  insist  upon  on  the  part  of  those 
in  authority? 

160.  In  instituting  a  system  what  is  necessary  besides 
a  scrutiny  of  the  accounts  ?  Give  an  illustration  of  the 
further  work  required. 

161.  Why  should  the  ordinary  auditor  not  attempt 
to  install  an  elaborate  system  of  cost  accounts?  What 
are  the  general  features  of  cost  accomits?  How  is  the 
general  expense  usually  disposed  of? 

162.  What  are  the  advantages  of  loose-leaf  books  of 
account,  especially  ledgers  ?  How  can  sales  be  ad- 
vantageously handled  on  loose  sheets? 

163.  What  is  the  advantage  of,  and  objections  to  a 
card  ledger? 

164.  What  is  the  Boston  ledger  and  how  can  it  be 
used  to  best  advantage  ? 
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165.  Why  should  the  auditor  not 
form  of  books? 


CHAPTER  XVlll 

166.  To  whom  is  an  auditor  responsible?  Whj  is 
his  responsibility  not  confined  to  the  ctBcen  or  diicLlms 
who  employ  him?  What  is  his  duty  in  regard  to  sop- 
pressing  facts  known  to  the  officers  employiiig  him? 
What  is  his  duty  to  the  stockholders? 

167«  What  is  an  investigation  as  distinguislied  from 
a  regular  audit?  How  is  the  scope  of  an  inrestigatioQ 
determined?  What  is  the  responsibility  of  the  auditor 
to  a  client  proposing  to  invest  his  own  funds?  If  there 
is  no  question  of  the  honesty  of  the  seller  why  is  ai^  in- 
vestigation needed?  What  care  should  be  exercised  by 
the  auditor  in  making  his  report  on  such  an  investiga- 
tion? If  his  client  is  inexperienced,  what  is  the  duty 
of  the  auditor? 

1(18.  When  acting  for  the  promoter  why  should  the 
auditor  investigate  his  character?  What  inquiries 
Nhould  he  make  as  to  the  sellers  and  the  reasons  for 
selling?  Why  should  an  auditor  refuse  to  give  even  a 
cxTtificatc  of  clerical  accuracy  to  a  business  which  is 
likely  to  be  fraudident? 

ItiO.  When  his  statements  are  to  be  used  in  a  pros- 
j)cctus  offering  stock  for  sale  why  should  an  auditor  be 
especially  careful?  When  should  he  not  state  the 
average  profits? 

170.  Is  it  allowable  for  him  to  state  that  he  thinks  the 
future  business  will  be  profitable?  How  far  can  he 
gt)  in  laying  a  foundation  for  such  a  prophecy  ? 

171.  What  is  the  auditor's  responsibility  for  the  ac- 
curacy of  his  report?     What  refl«^'^"»ble  care  must  be 
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take?    May  he  be  satisfied  by  simply  verifying  the  ac- 
curacy of  the  books  ? 

172.  What  is  the  auditor's  duty  if  he  thinks  his  in- 
structions are  inadequate?  Should  the  amount  of  his 
fee  influence  him  at  all?  What  must  be  the  paramount 
idea  in  all  professional  work? 

173.  What  is  the  auditor's  responsibility  for  his  as- 
sistants? What  sort  of  a  staff  is  it  necessary  for  him 
to  have?  What  is  the  objection  to  an  auditor's  limit- 
ing himself  only  to  such  work  as  he  can  personally  at- 
tend to?  How  can  he  effectively  supervise  a  large  staff 
of  properly  trained  assistants? 

174.  Why  should  he  avoid  becoming  too  trustful  of 
those  whom  he  is  auditing? 


CHAPTER  XIX 

175.  Can  any  one  make  a  good  accountant?  What 
is  one  of  the  first  requisites?  Why  is  the  power  of 
analysis  essential?  What  is  requisite  for  a  cost  ac- 
countant? 

176.  Is  an  academic  knowledge  of  accountancy  suf- 
ficient for  the  auditor?  Why  is  practical  experience 
with  an  estabUshed  accountant  valuable? 

177.  Why  is  the  profession  interesting?  What  may 
he  learn  outside  of  strictly  professional  limits? 

178.  What  will  he  encounter  in  the  way  of  disap- 
pointments ?  Where  can  he  find  the  greatest  encourage- 
ment? What  tends  to  develop  a  feeling  of  mutual 
helpfulness  between  the  accountants  themselves? 


L 


CHAPTER  XX 

179.  What  are  the  essential  general  steps  in  the 
audit?  What  may  be  done  in  the  first  audit  that 
be  helpful  in  succeeding  investigations? 

180.  In  the  first  audit,  what  is  the  first  step?  What 
items  belong  in  the  cash?  How  can  he  test  the  accuracy 
of  the  receipts  shown  by  the  cash-book  ?  What  special 
care  must  be  taken  with  a  columnar  cash-book  ? 

181.  Why  are  the  journal  entries  important?  Why 
should  contempt  authority  be  shown  for  all  but  trivial 
journal  entries? 

182.  VVHiat  are  the  correct  entries  of  purchases  and 
sales?  Why  should  unshipped  sales  be  not  recorded? 
How  can  the  outstanding  liabilities  be  ascertained? 
How  may  bills  payable  that  have  not  been  entered  be 
discovered  ?  When  is  the  auditor  not  blameable  for  not 
discovering  tliese  bills  payable? 

188.  How  should  disbursement  vouchers  be  checked? 
How  may  the  individual  items  on  the  pay-roll  be  safe- 
guarded? How  may  the  auditor  judge  of  the  correct- 
ness of  the  petty  cash? 

184.  What  verification  of  notes  receivable  and  of 
bonds,  mortgages  should  be  made?  How  should  the 
ownership  of  land  be  verified?  What  is  the  auditor's 
responsibility  in  regard  to  inventories? 

185.  How  may  the  individual  accounts  receivable  be 
judged  to  be  correct?  How  is  the  controlling  account 
verified?     With  what  should  it  be  in  balance? 

186.  What  is  the  auditor's  duty  in  the 
of  the  profit  and  loss  account  and  of  the  balance 
What  should  be  included  in  these  accounts? 

187.  How  should  assets  subject  to  depreciatii™ 
shown  in  the  balance  sheet?    In  what  or<Jer  » 
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balance  sheet  be  prepared?    What  should  be  done  with 
capital  stock  if  there  is  unissued  stock? 

188.  Define  the  abstracting  method.  What  does  it 
prove?  What  should  the  auditor  do  with  the  columns 
not  abstracted  ?  What  columns  of  the  purchase  register 
must  be  verified? 

189.  On  what  points  should  the  auditor  be  absolutely 
certain? 


PART  II 
QUIZ  QUESTIONS 

COST  ACCOUNTS 


CHAPTER  I 

1.  Define  Cost  Accounting.  What  is  over-sys- 
temization  ? 

2.  Discuss  the  comparative  necessity  for  cost  data  for 
small  plants  and  great  corporations.  What  should  a 
Cost  System  properly  administered  reveal? 

8.  What  is  sought  for  by  a  competent  manager  in 
connection  with  this  subject?  How  may  necessary 
standards  be  established?  Comment  specifically  on  the 
standards  in  connection  with  proper  factory  system. 

4.  Conmient  upon  questions  that  naturally  arise  in 
connection  with  cost  accounting  systems  as  to  purpose 
and  methods.  Enumerate  the  various  classes  of  cost 
accounting  systems.  Comment  upon  each  of  the  classes 
and  illustrate  them. 
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5.  In  detail,  set  forth  the  unit  cost  system,  showing 
the  character  of  the  information  revealed. 

6.  In  connection  with  department  costs  organized  to 
embrace  a  group  of  related  processes  show  how  the  cost 
sheet  should  be  ruled  and  information  set  forth. 

7.  Discuss  conunon  danger  in  connection  with  system 
campaigns. 

(In  connection  with  the  preceding  comment  upon 
dangers  incident  to  loose  and  slip-shod  systems.  Com- 
ment upon  the  necessity  for  intensive  study  of  problems 
as  a  prerequisite  to  devising  a  cost  system. ) 

8.  Scientifically  considered  what  is  a  cost  system  in- 
tended to  do  for  the  manufacturer  or  contractor? 

To  what  extent  have  the  smaller  manufacturers  failed 
to  ascertain  their  costs  ?  What  were  the  conditions  pre- 
vailing in  pioneer  days  in  manufacturing  occupati(Hisl 

9.  Explain  the  insecurity  which  results  from 
determining  business  policies  by  lump  sum  results. 
Illustrate  the  necessity  in  connection  with  proper 
administration  and  executive  control  for  a  disclosure 
of  various  elements  of  cost.  Illustrate  the  demands 
of  various  types  of  minds  for  information  of  varying 
character. 

10.  Show  difficulties  in  overcoming  attitudes  assumed 
by  managers  with  respect  to  cost  accounting  data. 

11.  Discuss  modern  conditions  with  respect  to  aban- 
donment and  substitution  from  the  standpoint  of  the 
text.  Show  how  problems  arise  in  connection  with 
modern  business  affected  by  subject  matter  of  this  text 

12.  lUustrate  special  problem  in  cost  accounting  in 
connection  with  coal  mining.  A\Tiy  is  a  cost  system 
essential  when  price  has  been  fixed  by  competition  ?  Il- 
lustrate direct  and  unproductive  expense  in  connection 
with  coal  mining  illustrat  ug  application  of 
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this  illustration  to  argument  of  text.  Give  elements 
necessary  to  be  considered  in  cost  accounting  in  their 
logical  order,  using  illustrations  in  connection  with  each. 

13.  Give  further  illustration  in  connection  with  pro- 
duction of  ore  or  coal  showing  the  necessity  for  some 
appropriate  cost  system  for  various  expenditures. 

14.  How  is  satisfactory  cost  determined? 

What  various  elements  enter  into  consideration  of 
problems  in  view  of  conditions  set  forth? 

15.  Conunent  upon  the  so  called  "Cry  for  results." 
Discuss  depreciation  as  applied  to  human  organizations 
as  well  as  to  buildings  and  machinery. 

16.  Discuss  importance  of  classifications  and  illustrate 
how  a  classiftcation  may  be  really  deceptive  although 
technically  true.  What  will  skillfully  achieved  classi- 
fication accomplish? 

17.  What  will  be  the  effect  of  correct  attention  to 
the  elements  of  cost  and  proper  cost  systems? 

18.  Comment  generally  upon  various  kinds  of  sys- 
tems for  obtaining  costs  and  show  essentials  of  a  proper 
cost  sheet  form. 

19.  Discuss  cost  systems  which  keep  record  by  de- 
partments and  by  operations  showing  accommodation 
appropriate  to  be  provided  for  data  on  cost  sheets. 

20.  Discuss  more  particularly  in  detail  expenditures 
grouped  or  crystallized  according  to  machine  operations. 
In  connection  with  this  portion  of  the  work  conmient 
upon  entire  purpose  of  cost  accounting  work  in  con- 
nection with  market  prices  fixed  by  ignorant  compet- 
itors. 

21.  Discuss  further  properly  classified  information  as 
enemy  of  inefficient  factory  management. 

22.  Give  example  of  necessity  sometimes  existing  for 

r:e  of  operations  at  an  apparent  loss.     Set 
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forth  the   situation   that   often   prevails    in    a   typical 
factory. 

Show  necessity  of  analysis  of  labor  account.  Ex- 
plain necessity  for  simple  and  direct  system  with  re- 
spect to  location  of  responsibility.  Show  the  impor- 
tance of  system  in  connection  with  purchase  and  storing 
of  goods. 

CHAPTER  II 

GENEEAL  PRINCIPLES  OF   COST  ACCOUNTING 

23.  The  "Primer  on  Cost  Accounting"  is  based  on 
what  assumption?  What  general  principle  is  laid 
down  in  connection  with  the  discussion  of  the  system 
that  does  not  enter  sufficiently  into  detail? 

If  system  is  too  complex? 

The  successful  cost  system  must  be  along  what  lines? 

Comment  upon  the  necessity  of  squaring  the  cost 

accounts  with  general  fiscal  records. 

24.  Give  Keep  Committee's  definition  of  cost  keep- 
ing. What  transactions  are  included  under  scope  of 
general  bookkeeping?  What  transactions  are  included 
under  scope  of  general  cost  keeping? 

25.  Compare  resources  as  used  under  the  scope  of 
general  bookkeeping  and  cost  keeping;  liabilities  as  used 
under  scope  of  general  bookkeeping  and  cost  keeping; 
incomes  as  used  mider  scope  of  general  bookkeeping 
and  cost  keeping;  expenditures  as  used  under  scope  of 
general  bookkeeping  and  cost  keeping;  gains  as  used 
under  scope  of  general  bookkeeping  and  cost  keeping; 
losses  as  used  under  scope  of  general  bookkeeping  and 
cost  keeping.  Fram  the  standpoint  of  this  primer 
what  do  general  bookkeeping  and  cost  keeping  con- 
pider? 
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26.  Define  profit.  Comment  on  governing  principle 
of  cost  accounting. 

27.  Show  how  cost  accounting  is  not  in  conflict  with 
financial  accounting.  What  may  be  suiBcient  for  fi- 
nancial books  to  show  with  respect  to  pay  roll?  What 
additional  specific  analysis  may  however  be  necessary 
for  cost  accounting  purposes?  Illustrate  answers  to 
above  questions  in  connection  with  example  quoted  as 
to  "repairs  of  roadway." 

28.  Explain  how  valuable  information  may  be 
covered  up  in  connection  with  manufacturing  account 
from  standpoint  of  Furniture  Factory.  Give  argu- 
ment with  reference  to  desirable  information  as  to  exact 
difference  of  cost  of  items  in  types.  Explain  danger 
that  accompanies  use  of  general  figures  in  connection 
with  manufacturing  and  material  expense. 

29.  Explain  the  situation  that  is  outlined  with  ref- 
erence to  two  types  of  men  participating  in  organiza- 
tion and  detail  execution. 

80.  In  toy  factory  illustration  cited  in  this  section 
show  the  omitted  items  in  cost  determination.  Explain 
the  changes  and  complete  revolution  within  factory 
referred  to. 

31.  What  in  general  is  the  object  of  any  system  of 
bookkeeping?  Illustrate  the  accounts  that  should  be 
embraced  in  financial  books  in  general.  The  amount 
of  loss  or  gain  may  be  determined  relatively  in  a  crude 
way.     How? 

Summarizing  the  discussion  (a)  A  gain  will  be  evi- 
dent, when? 

(b)  A  loss  will  be  evident,  when? 

81.  Illustrate  the  unsatisfactory  character  of  the  bare 
facts  of  gain  or  loss  using  concrete  cases. 

32.  Explain   the   situation  which   results   from   ex- 
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plaiiation  accounts  minutely  sub-divided  and  their  pur- 
pose. 

a.  Give  some  examples  of  explanation  accounts,  show- 
ing losses. 

b.  Give  some  examples  of  explanation  accounts, 
showing  gains. 

c.  What  are  the  more  common  elements  in  the  com- 
bination of  costs? 

In  general,  explanation  accounts  properly  classified 
are  necessary  for  what  purpose? 

33.  Where  is  the  real  power  of  a  corporation  vested! 
What  rights  specifically  are  here  considered?  What 
power,  if  any,  have  stockholders  as  to  management? 

34.  Discuss  responsibility  in  connection  with  oflicers 
and  agents. 

35.  Give  the  primary  distinction  of  expenditures  in 
business  of  manufacturing. 

In  connection  with  this  manufacturing  account  give 
the  items  to  be  rigidly  segregated  commencing  specif' 
ically  upon  labor  and  raw  material  treatment. 

36.  What  are  the  general  divisions  of  the  general 
profit  and  loss  account  and  how  subdivided  into  classi* 
fications  giving  a  recapitulation  and  commenting  upooi 
it? 

37.  What  is  indicated  and  what  is  not  indicated  by 
the  comparative  results  shown  in  Figures  1,  11,  &  111. 

88.  How  does  the  construction  of  classified  profit  and 
loss  account  assist  the  management?  Where  is  the 
custodianship  of  material  until  issued?  To  what  ac- 
counts should  productive  labor  be  charged?  What 
items  appear  on  the  debit  and  credit  sides  of  the  maim-' 
facturing  and  trading  accounts? 

89.  (a)  What  effect  must  be  produced  by  account 
discount    on    purchases    account?     (h)    What    treat- 
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ment  is  suggested  for  account  of  good-will;  (c)  for 
royalties;  (d)  for  interest  paid  in  adyance;  (e)  for 
interest  paid  to  the  hypothetical  company  before  due; 
(f )  for  commissions  earned  and  unearned;  (g)  for  rent 
paid  in  advance;  (h)  for  fuel  consumed  and  on  hand? 

CHAPTER  ni 

40.  What  arc  primarily  the  elements  of  factory 
cost?    What  would  be  the  logical  order? 

41.  What  is  the  meaning  of  labor?  In  what  re- 
spects is  it  considered  in  this  book?  What  is  the  ex- 
tent of  labor  in  factory  cost?  Is  it  confined  exclusively 
to  productive  work?  What  should  be  the  system  of 
keeping  records  of  labor? 

42.  What  are  the  disadvantages  of  verbal  orders? 
When  may  they  be  satisfactory?  How  may  a  large 
number  of  orders  be  recorded?  Describe  a  satisfactorj- 
system  of  work  orders  ?  What  may  be  the  basis  for  the 
entry  of  such  orders  in  a  cost  accounting  system? 

48.  Discuss  the  problems  of  labor  administration. 
To  the  lowest  wage  basis  the  only  question  to  be  con- 
sidered. In  what  way  may  labor  losses  be  incurred? 
To  what  end  must  cost  accounting  steps  lead?  Of 
what  value  are  work  cards? 

44.  What  need  is  there  to  measure  labor  efficiency? 
Discuss  the  question  of  the  relative  efficiency  of  the  em- 
ployes. What  obstacles  does  the  cost  accountant  en- 
counter? 

45.  Define  the  "spread"  of  the  value  of  time.  What 
should  the  employment  slip  contain  and  what  is  its  value? 
After  the  employment  of  the  workmen  what  records 
should  be  kept? 

46.  In  what  way  does  the  method  of  distribution  of 
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labor  depend  on  the  manner  of  keeping  the  cost  account? 
For  example,  if  the  cost  system  is  kept  according  to  proc- 
esses, in  what  way  should  labor  distribution  be  taken 
care  of? 

47.  In  what  way  may  the  pay  rolls  be  protected! 
Why  is  the  question  of  such  protection  important? 
What  plans  may  be  adopted  for  recording  time?  What 
are  the  duties  of  the  time-keeper? 

48.  Where  do  productive  wages  belong  in  the  <»st 
accounts?  What  are  the  difficulties  with  the  distribu- 
tion of  the  unproductive  labor?  If  any  portion  of  the 
time  of  the  laborer  is  spent  on  unproductive  work,  how 
should  this  be  indicated?  What  difficulties  are  en- 
countered in  keeping  the  records  of  labor  distribution? 

49.  What  is  meant  by  the  general  pay  roll  distribu' 
tion?  What  does  the  pay  roll  stand  for,  and  upcm 
what  basis  may  it  be  prepared? 

CHAPTER  IV 

50.  Describe  the  organization  of  the  labor  depart- 
ment. Under  what  general  supervision  is  this  depart- 
ment? Discuss  the  daily  work  of  the  labor  department 
What  different  methods  of  hiring  may  be  employedr 
Explain  the  employment  slip,  addressograph,  clock' 
card. 

51.  Describe  the  time-keeping  department,  and  state 
why  it  is  important.  What  are  the  duties  of  the  time- 
keeper? 

52.  Describe  the  method  of  the  time-keeping  depart- 
ment of  the  Wisconsin  Iron  Products  Company.  Give 
a  concrete  instance  of  keeping  time  of  a  workman. 
How  often  is  the  pay  roll  made  up?  Describe  "check- 
ing" the  workmen.    If  a  workman  has  different  occu- 
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pations,  how  is  his  work  reported?    Explain  what  is 
meant  by  "day  turn,"  "day  tonnage." 

53.  What  is  the  force  report?  To  whom  is  it  made, 
and  what  does  it  contain? 

54.  What  is  the  "recap"  in  cost  accomiting?  What 
is  shown  in  the  recapitulation? 

55.  By  whom  is  the  pay  roll  made  out?  From  what 
souirce  is  the  data  as  to  time  obtained? 

56.  Describe  the  different  wage  systems.  In  the 
premium  system,  how  is  padding  of  the  pay  roll  pre- 
vented? What  reports  are  checked  over  with  the  pay 
roU? 

57.  How  may  the  labor  ledger  be  prepared?  De- 
scribe in  detail  one  method  of  recording  hours  and  pay 
of  the  workman.  In  what  way  are  discrepancies  in 
time  noted  easily? 

58.  Wiiy  may  methods  applied  to  one  organization 
be  inapplicable  to  another?  Describe  the  work  card, 
material  report  and  memorandum  shp.  What  is  the 
ledger  card? 

59.  What  is  the  general  principle  of  a  labor  distribu- 
tion sheet?  Describe  the  method  employed  by  the  Wis- 
consin Iron  Products  Company. 

60.  Give  several  methods  of  making  up  the  labor 
voucher.  From  what  other  reports  is  it  made  up?  De- 
scribe a  detailed  cost  sheet.  When  may  a  eapd  index 
be  kept  instead  of  the  cost  sheet? 
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61.  What  is  meant  by  "Material"?  When  is  it  an 
asset;  and  how  is  it  shown  in  the  inventory?  What  en- 
tries on  the  books  are  made  when  material  is  purchased 
and  when  it  is  drawn  out  for  manufacturing  purposes? 
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62.  What  is  the  relation  of  material  to  "work  in 
process"?  What  items  enter  into  the  total  cost  of  the 
product  ? 

68.  Discuss  the  general  principles  of  the  treatment 
of  the  material  account. 

64.  Into  what  two  classes  can  material  be  divided? 
In  small  plants  where  this  division  is  not  made,  how 
is  the  subject  of  material  handled?  Describe  the  func- 
tions of  the  storeroom  department.  How  does  the  store- 
room keeper  keep  up  an  adequate  amount  of  the  re- 
quired stores?    What  reports  must  he  make? 

65.  What  is  the  store  ticket?  Who  are  responsible 
for  the  keeping  of  stores  on  hand  and  for  their  pur- 
chase?   Describe  the  invoice  register. 

66.  Discuss  the  treatment  of  material  intended  for 
stock.  What  is  the  stock  card?  What  is  the  purpose 
of  the  stock  card?    What  is  the  price  book? 

67.  Discuss  the  difficulties  in  the  treatment  of  material 
for  production  in  such  an  industry  as  that  of  the  Wis- 
consin Iron  Products  Company. 

68.  Describe  the  material  received  record.  What  is 
the  stock  record? 

69.  How  may  material  be  treated  all  in  one  account? 
Describe  the  process  of  delivering  material  from  the 
storeroom  department.  Describe  the  system  of  orders 
in  blue  print  form  followed  by  the  C  Manufacturing 
Company.  What  are  the  duties  of  the  foreman  in  re- 
gard to  these  orders?  Through  whose  hands  do  these 
orders  go,  and  what  reports  are  made? 

70.  How  is  the  record  of  material  used  in  making  a 
piece  made  up?  How  may  the  card  index  be  useful? 
What  special  feature  about  the  stock  card  is  used  by 
the  A  &  B  Manufacturing  Company?  Describe  the 
cost  card. 
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71.  Discuss  storeroom  systems:  How  are  orders, 
requisitions,  and  charges  against  other  departments 
provided  for? 


CHAPTER  VI 

72.  Discuss  the  general  method  of  distrihuting 
material.  What  entries  are  made  on  the  distribution 
sheet?  Explain  the  make-up  of  the  "spread"  or  dis- 
tribution sheet.    How  is  expense  further  distributed? 

73.  How  may  the  detailed  costs  of  actual  labor  and 
material  be  recorded?  Explain  the  entries  made  on 
the  cost  sheet,  or  recap  of  the  detailed  cost  sheet  sent 
to  the  office.  AVhat  totals  appear  on  this  sheet,  and 
under  what  heading  is  the  entire  cost  totalled? 

74.  What  distribution  sheets  are  in  use  in  railway 
shops?  From  what  sources  are  these  sheets  made  up? 
What  use  is  made  of  the  cost  sheet  by  the  storekeeping 
department? 

75.  Explain  the  distribution  sheet  such  as  is  used 
by  the  A  &  B  Manufacturing  Company.  Why  is  it 
important?  What  is  the  meaning  of  the  words  "trim 
here"  on  the  sheet?  What  entries  are  taken  from  the 
inventory?  What  records  form  the  basis  of  the  "Total 
cost  per  hundred"  of  tlie  material,  labor,  shop,  etc.? 


CHAPTER  VH 

76.  Why  is  the  subject  of  burden  difficult  in  cost 
accounting?  What  expenses  may  properly  be  included 
under  this  heading?  Discuss  the  difficulties  of  ap- 
portioning indirect  expenses,  \\1iat  does  "overhead 
expense"  include? 
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77-  Describe  several  methods  of  apporticxiing  over- 
head expense.  What  is  the  method  advocated  by  Mr, 
Ernest  Reckitt?  What  factors  appear  in  machine 
cost?    How  is  the  machine  rate  obtained? 

78.  Describe  the  cost  sheet,  and  state  why  it  is  so 
important  in  cost  accounting.  What  items  are  included 
in  the  various  sections  of  the  cost  sheet?  From  what 
records  are  these  items  obtained?  What  general  in- 
formation may  be  included  in  the  cost  sheet? 

79.  How  may  overhead  expense  be  distributed  ac- 
cording to  the  number  of  productive  hours? 

80.  What  is  included  in  shop  expense  when  used  as 
a  basis  for  overhead  expense?  Discuss  the  division  of 
burden  on  the  basis  of  the  number  of  cents  of  cost  per 
hour  of  direct  labor.  Under  this  plan  how  is  a  com- 
plete record  made  up? 

81.  Discuss  the  determination  of  percentages  as 
given  by  Mr.  Clarence  M.  Day.  How  may  the  per- 
centage of  expense  based  on  labor  cost  be  found?  Give 
the  hypothesis  for  an  added  percentage  to  provide  for 
profits.  Explain  the  making  up  of  the  pay  roll  when 
labor  is  used  as  the  only  basic  cost.  State  two  plans  for 
computing  costs ;  when  labor  and  material  are  the  basic 
costs,  and  when  labor  alone  is  the  base. 


CHAPTER  VIII 

82.  Discuss  the  organization  of  the  system  in  use  by 
the  Bridgeport  Brass  Company.  What  is  the  kejmote 
of  their  idea? 

88.  What  provisions  are  made  for  raw  materials  re- 
ceived, and  en  route?    What  care  is  taken  with  store- 
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room  requisitions?     With  what  must  the  perpetual  in- 
ventory of  raw  stores  be  in  balance? 

84.  Explain  the  triplicate  order  issued  by  the  pur- 
chasing department.  What  method  is  followed  when 
the  material  is  received?     What  records  are  kept? 

85.  Describe  the  material  received  and  the  material 
delivered  cards.  What  entries  are  made  on  the  stores 
ledger? 

86.  What  is  the  "stock  in  process"  account  in  the 
price  ledger?  What  entries  are  made  to  this  account? 
Describe  the  estimate  form  made  by  the  estimate  clerk, 
and  that  made  by  the  foreman. 

87.  What  is  included  in  the  recapitulation  sheet? 
What  is  the  basis  for  figuring  the  preceding  year's  ac- 
tual expenditure? 

88.  What  is  the  quotation  card? 

89-90.  What  method  is  followed  in  carrying  out  an 
order?  If  the  goods  are  not  in  stock,  what  requisitions 
are  made? 

91-92.  Why  must  the  production  order  be  made  in 
duplicate?  How  are  goods  dehvered  by  one  depart- 
ment to  another  placed  on  record? 

93.  What  memoranda  are  kept  in  regard  to  the  pro- 
duction orders? 

94.  Illustrate  an  index  register  for  manufactured 
articles.  Under  what  order  numbers  may  the  cost  of 
manufactured  articles  be  posted? 

95.  What  information  does  the  direct  labor  card  con- 
tain? 

96.  How  is  the  cost  analysis  sheet  made  up?  What 
is  its  purpose? 

97-99.  In  what  manner  can  the  non-productive  ex- 
pense record  of  indirect  labor  be  kept?    Illustrate  what 
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is  meant  by  a  plant  order.    What  do  the  letters  "O.D.' 
stand  for? 

100-101.  From  what  sources  are  the  items  appearing 
in  the  monthly  statement  of  costs  ohtained?  What  en- 
tries are  to  be  made  in  the  journal  voucher? 


CHAPTER  IX 

102.  What  is  the  expense  classification  in  regard  to 
steam  railroads  adopted  by  tlie  Interstate  Commerce 
Commission? 

103-104.  Expenditures  for  keeping  up  the  roadway, 
etc.  are  put  into  what  account?  What  subdivisions 
may  be  made  under  this  account?  What  is  the  dis- 
tinction between  "maintenance  of  way  and  structures" 
and  "maintenance  of  equipment"?  What  expenses  may 
properly  be  included  under  the  latter?  Name  at  least 
ten. 

105.  What  is  meant  by  "traffic  expenses"?  Why  Is 
this  a  separate  heading? 

106.  What  do  "transportation  expenses"  include? 
Name  at  least  fifteen  subdivisions. 

107.  What  part  of  the  operating  expenses  is  included 
under  "general  expenses"?  What  is  meant  by  the  head- 
ing "other  expenses"  under  general  expenses? 

108.  Why  are  the  foregoing  termed  "operating  ex- 
penses," and  why  arc  they  to  be  distinguished  from 
items  of  expenditure  such  as  charges  to  road  or  equip- 
ment, betterments,  etc.?  Why  is  it  important  that  a 
thorough  analysis  of  the  character  of  the  expenditure 
be  made? 

109.  Illustrate  the  distribution  of  railway  charges 
from  Professor  W.  M.  Cole's  analysis.     Suppose  aa 
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engineer  is  engaged  cm  several  different  jobs,  how  is 
the  expense  to  be  apportioned? 

110.  Referring  to  the  quotation  from  Mr.  Cole's  book, 
how  may  the  elements  of  cost  be  determined?  Why  is 
it  so  important  to  determine  the  exact  disposition  of 
charges? 

111.  What  information  is  necessary  for  the  manager 
in  order  that  he  may  judge  efficiently? 

112.  How  may  the  cost  of  the  passenger  train  be 
estimated  ?  What  is  meant  by  the  '"additional  revenue" 
of  this  train? 

118.  In  what  way  is  the  cost  and  probable  revenue 
Df  the  mixed  train  determined?  Describe  some  diffi- 
culties that  may  arise  in  deciding  on  a  mixed  train 
Eind  show  the  importance  of  correct  accounting  methods 
in  aiding  the  manager  to  form  his  judgment.  f 

114.  Why  do  the  manufacturing  and  expense  reports 
3f  gas  companies  furnish  one  of  the  best  illustrations 
3f  the  value  of  cost  accounting?  What  it^[uzed  in- 
formation is  given  in  such  accounting? 

115.  Discuss  the  items  given  in  the  above  accounts, 
showing  what  is  included  in  each. 

116.  Make  an  analysis  of  the  operating  expenses. 
What  classification  of  manufacturing  expense  may  be 
[idopted?  How  is  the  net  cost  in  the  holder  of  gas 
3btained?  What  is  done  with  gas  lost  and  unaccounted 
For?  What  classification  may  be  made  of  distribution 
expenses?  Under  what  head  would  the  cost  of  read- 
ing meters,  of  delivering  bills  to  consumers,  etc  ccune? 
IVhat  other  expenses  may  be  included  under  operating 
expenses  ? 

117.  Discuss  the  account  connected  with  the  promo- 
tion of  new  business.  Where  does  it  properly  belong? 
En  this  accoimt  how  is  profit  and  loss  disposed  of? 
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118.  What  items  go  to  make  up  the  cost  of  manu* 
facturing  coal  gas?  How  is  the  total  cost  of  coal  gas 
in  the  holder  determined? 

119.  How  may  the  gross  earnings  and  operative  ex- 
pense of  electric  utilities  be  determined?  Discuss  more 
in  detail  the  analysis  of  these  subdivisions. 

120-121.  From  the  foregoing  income  account  what 
must  be  deducted?  Give  the  classification  of  operating 
costs.  Under  cost  of  power  what  subdivisioiis  should 
be  made?  What  items  go  to  make  up  the  total  opera- 
tion under  costs  in  the  operation  account? 

122.  Where  is  the  summary  of  power  items  costs  re- 
ported? Into  what  subdivisions  are  the  costs  of  trans- 
mission and  transformation  of  the  electric  current  di- 
vided? Under  what  heads  would  appear,  the  cost  of 
inspecting  the  lines,  expenses  of  the  sucstation,  of  keep- 
ing up  stations  and  fixtures,  etc.? 

128.  How  may  the  items  of  storage  of  current  and 
of  distribution  be  severally  subdivided? 

124.  What  is  the  classification  of  consumption  costs? 
What  distinction,  if  any,  may  be  made  between  the 
classification  of  commercial  and  of  municipal  contract 
lighting? 

125.  Where  does  the  cost  of  reading  the  meters,  of 
collection  supplies,  of  promotion  of  business,  etc.,  ap- 
pear; under  what  general  classification?  What  justi- 
fication is  there  for  putting  the  general  classification 
of  commercial  under  operating  expenses?  What  item* 
of  general  and  undistributed  constitute  burden?  What 
allowances  must  be  added  to  the  operating  costs  and 
expenses,  such  as  depreciation,  etc.? 

126.  What  is  meant  by  non-operative  revenues! 
How  may  these  be  analyzed? 

127.  What  is  the  purpose  of  the  exact  classificatit 
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described?  What  value  in  a  cost  accounting  sense,  has 
the  cost  of  operating  a  plant,  and  that  of  producing 
the  current  ?  Discuss  the  care  given  to  the  preparation 
of  the  accounts. 
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Abstracting  accounts,  176. 

Advantage    over    checking    them, 
178,  317. 
Abstracting  to  find  errors  in  trial 

balances,  13. 
Academic  Training,  value  of,  4. 
Accommodation  paper,  98. 
Accounting  education,  necessity  ot, 

4. 
Accounts  payable. 

Disposed  of  by  journal  entry,  94. 

How  verified,  93. 

In  single  entry,  17. 

Not  on  the  books,  95. 
Accounts  Receivable^ 

Classification  of,  50. 

How  to  be  kept,  48. 

How  listed  by  auditor,  49. 

In  single  entry,  17. 

Objections  to  term,  47. 

Verification  of,  by  totals,  59. 
Individual  balances,  54. 

What  are  not,  49. 
Accrued  interest,  103,  104. 
Accuracy,    responsibility    for,    303- 
206. 

Legal  opinions  on,  903. 
Adjustment  accotmt,  48. 
Advertising,  as  a  deferred  asset,  90. 
Allowances,  196. 
Analytical  faculty,  6. 
Appropriated  surplus,  108. 
Arbitraries  in  cost  accotmting,  190- 

191. 
Asset,  sale  of  depredated,  154. 
Attorney  should  be  guided  by  audi- 
tor, 185. 


Audit,  185. 
Derivation  of  term,  1. 
Frequent,  advisable,  179. 
Necessity  for  proper  notes,  176. 
Objects  of,  8. 
Process  in,  174. 

Schedules  of  woric  to  be  don^  175. 
Term  includes  investigations,  198. 
Auditing,  1. 
Definition  ot,  !• 
Shigle  Entry  Accounts,  17. 
What  it  deals  with,  7. 
Auditor,  the,  187-188. 
And  attorney  should  understand 
each  other,  185. 
His  clients  instructions,  905. 
Constructor,  as  a,  9. 
Attitude  toward  client,  171. 

Client's  office^  179. 
Certificate,  189,  901. 
Essential    duty    to   do    thorough 

work,  176. 
Importance  of,  910,  911. 
Nature  of  his  services,  3. 
Not  a  prophet,  909. 
Not  to  be  influenced  by  fee^  904. 
Report,  180. 
Responsibility  for,  19e-90a 

Of  assistants,  905. 
Should   know   rules   of  evidence, 

184. 
Testifying  as  an  expert,  186. 
To  whom  responsible,  196. 
Witness,  as  a,  183. 

Average  Profits, 
Restrictions  as  to  stating,  85. 
Rules  for  stating,  909. 
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B 

Bad  and  doubtful  debts,  reserve  for, 

51. 
Bad  debts,  charging  out  losses,  53. 
Balance  account,  use  of,  144. 
Balance    sheet,    expression    of    an 

opinion,  153,  317. 
Bank,  auditing  notes  in  a,  46. 

Accrued  interest  on  notes  in,  47. 
Bank  Account, 
How  it  may  be  manipulated,  38. 
Internal  check  on,  38. 
Necessary    to   nuike   Ad   InUrim 

tests,  38. 
On    cashbook,    doing    away   with 

stubs,  39. 
Present  balance  no  proof  of  ac- 
curacy, 38. 
Reconciling,  four  table  method,  39. 
Betterments,  153. 

Bills  Payable, 
Not  recorded,  difficult  to  trace,  96. 

Responsibility  of  auditor,  98. 
Objection  to  term,  44. 

Bills   Receiveable, 

Discounted,  45. 

How   to  show  in  customer's   ac- 
count, 45. 

In  a  bank  audit,  46. 

Interest  accrued  on,  47. 

Registering,  45. 

Verifying,  46. 
Bond  dealers*  accounts,  103. 
Bonds,  98. 

Auditor's  duty  as  to  classes  of,  98. 

Discount  on,  anticipated  interest, 
100. 
Methods  of  treatment,  101. 

Duty  of  auditor  in  regard  to,  99. 

Keeping  accounts  of,  103. 

Owned,  treatment  of  premium  or 
discount,  103. 

Sold  at  discount,  100. 

Sold  at  premium,  103. 

Unissued,  as  assets,  99. 


Bookkeepings 

Definition,  7. 

Development  of  methods,  38. 
Books    in    balance,    not    necessarily 

correct,  13. 
Boston  ledger,  195. 
Branch,  138. 

Inventories,  138. 

Sales  to,  137 
Building  and  loan  assodatioos,  138, 

139. 
Buildings, 

Basis  of  valuation,  71. 

Depreciation,  73. 

Elements  of  cost,  71. 

Expense  as  rent,  73. 
Business,  The, 

Relation  to  proprietor,  35. 


Capital,  36. 
A  liability  of  the  business,  36.* 
Expenditures,  153. 
Capitalizing  earnings,  89. 
Capital  stock,  109. 
Difference  between  partners*  capi- 
tal, and,  109. 
Different  classes,  duty  of  auditor, 

116. 
Discount  on,  how  treated,  114. 
Entries  placing  it  on  books.  111. 
Given  for  salaries,  113. 
Greater  than  net  worth,  109. 
Issued  at  a  premium,  115. 

For  property,  115. 
Ledger,  form  of,  111. 

Stockholders  credited.  111. 
Less  than  net  worth,  109. 
Payment  for,  duty  of  auditor,  113. 
Sold  at  varying  prices,  duty  of 

auditor,  113. 
Title  to,  in  record  on  books,  113. 
Verifying  issue,  113. 

Outstanding,  113. 
Watered,  110. 
Carbon  copy  of  receipt,  no  proof, 

33. 
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Card  ledger,  193,  IM^ 
Canyiiig  valne  of  fixed 

70. 


Cash.  SI. 
C3ieck8  iD,SL 
Due  bais  im  37. 
First  tibing  to  be 
Proper  sjsteni  of 
Receipts,  all  to  be 


dcpocrteda  SwL 


SftTing  labor  in  gmudb^  SA. 

Suspense  items  In,  37. 
Cadibooi^  89, 

A  joomal,  99, 

And  jomnal  rmnliinril,  41. 

Loose  kaf,  491 

Usoal  and  gpcdal  forms,  40. 
Cash  disooont  and  trade  dtsromit, 
134. 

Capital  item,  1S3L 

Cash-book  entries  of,  131. 

Daty  of  auditor,  135. 

Not  to  be  mrifd  with  interest,  133. 

On  unpaid  items  in  dosmg  booiu, 
131. 

Reduction  in  pricey  as,  ISi. 

Two  accounts  should  be  kq»t,  133. 

Where  taken  account  of,  131. 
Certificate  of  auditor,  1». 
Characteristics    of    an    accountant, 

908. 
Chedcs,  36. 

An  payments  to  be  made  by,  SR, 

As  Touchers,  141. 

Endorsing  in  blank,  37. 

Every  one  to  be  accounted   for, 
141. 

Ezdianged  for  cash,  treatment  of, 
37. 
Ckieojfo  Banker,  906, 
Clereland,  F.  A,  G8. 
aoshig  the  books,  144. 

Origin  of  term,  144. 

Transfer  books,  159. 
Co-eipens^  definition  ot,  190. 
Conyngton,  117. 

Consigned  goods  in  inventory,  57. 
CootroUing  account,  48. 


Corporstkm,  opening  books  of,  110- 

1L2. 
Corporatian  Tax  Law,  Federal,  17a 
Cost  systems,  180. 
Coupon  books  for  merchandise,  96. 
Credit  entries,  rules  for,  93. 

SiBq>le  definitian  of,  95. 
Cumulative   preferred   dividend,   as 
UaUitics,  111. 


IMrft  entries,  rules  for,  93L 

Sinq>le  definitian  of,  97. 
Deferred  diarges,  90. 

Cicfinition,  oa 

Opening  of  special  accounts  for, 
91. 
Definition  of  auditinf^  I. 
Dqiartuient  store,  allocating  general 

expcDse,  148. 
Departments,  showing  operations  by^ 

147. 
Depreciated  asset,  sale  of,  154. 
Depreciation  and  fluctuation,  63. 

An  estimate  only,  68. 

Auditor's  duty  in  regard  to,  6k 

Buildings,  70. 

Causes  ot,  64. 

Checked  by  appraisal,  68. 

Definition  of,  63. 

Elements  of,  65. 

Expression  on  books^  69L 

Methods  of  duurginf^  66L 

Rdation  of  repairs  to»  64. 

Tables,  attempts  to  coostmct.  66. 

Wasting  assets,  70. 
Development  of  bookkeeping  meth- 
ods, 9a 
Dk^inson,  A  Lowess  UU  197,  19^ 
Dkksee,  83-84,  85.  89,  9««  130. 
Discount  on  bonds,  100. 

Anticipated  interest,  lOa 

Metiiod  of  treatment,  101. 

Capital  stock,  and,  114. 
Dividends,  157. 

Court  decisions  od»  167-169. 
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Dividends— (eontintifd}. 

Directors   may   be   forced   to  pay. 

lea. 

I5fi. 

Executor's  accounts  by  sln^  tatrj,. 

Duly  of  nuditor  in  regard  to,  167. 

19. 

Ertraordlnary,  »s  principal  or  in- 

Experience   necessary    for    sudHoq 

come,  lee. 

309. 

Income  of  period  when  declared, 

IGO. 

Experts  auditor  tesUfying  »,  IM. 

F 

Rules  for,  in  partnership,  lfi9. 

Methods  of  paying,  US. 

Factory  cost  j^stems,  188, 

Not  necessarily  in  cash.  Ii9. 

Finished  product,  how  valued.  57. 

On  dilTerc[it  classes  of  stock,  157. 

Fixed    assets,    keeping    records    o( 

On  partially  paid  stock,  IGO. 

carrying  value,  70. 

On    stock   held    by   another   com- 

pany, 163. 

Fraud.  10. 

First  steps,  when  suspected,  10. 

eorae,  US. 

What  it  covers.  8. 

Payahle  only  out  of  surplus,  US, 

Frauds,  history  of  usual.  9. 

llelatio.i  of  items  on  baUncc  sheet 

to.  156. 

9. 

Scrip.  1ST. 

Freight, 

Stock,  159. 

Column  In  cashhook,  41. 
DisUnrtion  between  In  and  out,  SI 

To  whom  payable,  166. 

Who  can  declare?  IIB. 

Element  of  cost,  66. 

Donated  working  capital,  3S. 

Out,  deduction  from  .lales,  197. 

Double  entry,  33. 

Fund,  always  a  debit,  loa. 

Every,  a  journal  entry,  23. 

Foundation  of,  92. 

G 

Necessity  for,  +1. 

Drafts,   British   and   American,  use 

Good-will,  as  property.  81. 

of,  19. 

Bank's,     represented     by     market; 

Drswiug!)  by  proprietor  in  single  en- 

value of  stock,  87. 

try,  S7. 

Basis  of  valuation,  83. 

Capital  asset,  85. 

E 

Capltaliiation,  99. 

Earned  shop  cost;  ST. 

Education,  4. 

nership,  84. 

Accounting.  neceasItT'  of,  4. 

True,  A. 

Determined   by   number  of  ya» 

EmbeMlements.  usuaJ  history  of,  9. 

Endorsing  checks  in  blank,  U1. 

Duty  of  auditor.  Id  regard  tc^  9 

Errors, 

Elements  of.  81. 

Balance  not  auditor's  duty  to  find. 

Fluctuations  in,  86. 

14. 

Illegitimate  use  of  term,  87. 

1                              Of  principle,  I*. 

Number  of  years'  earnings  dU 

1                                  Trial  balance,  how  to  find,  13. 

cult  to  state,  84. 

^^^^                   WriUng  off,  IS. 

Position  of  seller,  81. 
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Good-will —  (  cantimted) . 

Representing  expense  of  establish- 
ing a  business,  79. 

Right  to  use  firm  name,  83. 

Rights  of  purchaser,  81. 

Secret  reserve  established  l^ 
charging  off,  89. 

Suggestions  for  avoiding  its  use^ 
87. 

Synonym  for  •Vater,"  88. 

When  appearing  legitimately  in 
accounts,  86. 

When  it  comes  to  notice  of  audi- 
tor, 83. 

'^Years'  purchase^  explained,  88. 


H 


Hatfield,  67,  99. 


Imagination,  use  of,  6. 

Impression  copy  of  ticlset  no  proof 

of  deposit  32. 
Income  and  principal,  169. 
Apportionable,  165. 
Definition  of,  170. 
Installment  sales,  199. 
Instructions  of  client,  905. 
Intangible  assets,  79. 
Interest,  not  to  be  mixed  with  cash 

discount,  ISS. 
Interests  of  client  paramount,  905. 
Internal  check  on  cash  receipts,  39. 
Interstate    Oxmnerce    Conmiission, 

109,  108. 
Inventory  at  branch,  198. 
Basis  of,  in  raw  material,  56. 
Finished  product,  57. 
Product  in  process,  57. 
Necessity  for  correct  basis,  59. 
Of  goods   from  underlying  com- 
pany, 58. 
Responsibility  of  auditor  for,  55. 
Should  be  always  on  same  basis, 

59. 
Should    an    account    be    opened 
with?  91. 


Inventory —  (  continued) . 
To  what  is  term  usually  applied, 
55. 
Investigating  peculiar  conditions  to 
discover  fraud,  10. 
Reasons  for  selling  a  business,  901. 
Investigations,  198. 
For  broker,  900. 
Client  investing  own  money,  199. 
Promoter,  909. 
Scope  of,  how  decided,  199. 


Jones,  Thomas,  on  debit  and  credit, 

94. 
Journal  —  cashlKX^  49. 
Development  of  other  books  from, 

98. 
Entries, 
Every  double  entry  is  one^  98. 
Foimdation  of  double  entry,  93. 
Rules  for,  93. 
Taking  place  of  cash,  49. 
Nature  of  all  original  entry  books, 

99. 
Vouchers,  49. 
Journalising  all  entries,  SO. 


^'Kiting,"  908,  909. 


Land, 

Basis  of  valuation,  73. 

Donated  conditionally,  how  treat- 
ed, 74. 

Purchased  for  re-sale^  75. 

Subdivided,  valuation  of  lots,  75. 

Writing  up  value  to  market  price, 
73. 
Lapping,  described,  S3. 
Laws   of   evidence^   auditor   should 

know,  106. 
Liabilities,  imrecorded,  95. 

Difficulty  of  discovering,  93. 

Responsibility  of  auditor,  98. 
Life-tenant,  duty  of  auditor  to^  163. 
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Liquidating  partnershipy  160. 
Loose-Leaf  boolcs,  199,  193. 


M 

Machinery  made  by  factory  itself, 

basis  of  value,  61. 
Valuation  of  new,  60. 
Meclianical  Errors,  not  always  signs 

of  fraud.  Id. 


N 

Net  operating  profits,  143. 
Net  profits,  145. 
Nominal  accounts. 

Assets  or  liabilities,  96. 

Definition,  195. 

Disposition  of,  195. 
Notes,  see  Bills  Payable  or  Recdv- 

able^ 
Notes,  fidd,   necessity   for  proper, 
176. 


Objects  of  an  audit,  8. 


Partnersliip  liquidation,  160. 
Patents, 

Basis  ot  valuation,  71. 

Depredation,  78. 

Valuation  in  a  merger,  78. 
Patterns,  valuation  of,  76. 
Payments    must    all    be    made    by 

checks,  86. 
Pay  Rolls,  how  audited,  149. 

Vouchers  for,  141. 
Percentages  of  cost  and  profit,  145. 

Shown  by  Unes,  146. 
Permanent  surplus,  115, 
Personifying  accounts,  94. 
Petty  cash,  imprest  system,  36. 
Pixley,  Francis  W.,  190. 
Precautions  tliat  do  not  protect,  39. 
Preferred  stock,  158. 


Premium,  109. 
Bond  issued  at^  109. 
On  bonds  owned,  109. 
capital  stocic,  114. 
Prindpal  and  income,  169. 
Produce  commission  accounts  by  sin- 
gle entry,  19. 
Product,  finished  and  in  process,  how 

valued,  57. 
Profit^  151. 
Apparent,  151. 

Ascertaining,  in  single  entiy,  18. 
Completed   transaction,   onJIy   on, 

151. 
Must  add  value,  159. 
Net,  144. 

Net*  operating,  145. 
On  bonds  and  stock  in  an  estate^ 

163. 
Responsibility  of  auditor  in  stat- 
ing, 159. 
Some  errors  in  figuring^  16. 
Statement  of,  an  estimate,  15. 
Profit  and  loss  account,  as  settle- 
ment with  proprietor,  97,  915- 
916. 
Progressive  ledger,  193. 
Proprietor's  rdatlon  to  the  business, 

95. 
Prospectus,  care  in  giving  certificate 
for,  901. 

R 

Raw  material,  56. 
Basis  of  value,  56. 
Definition,  55. 
Real  estate  indudes  buildings,  76. 
Rebates  and  allowances,  196. 
Recdpts,   carbon   copies   no   proof, 

33. 
Recdpts  (cash)  all  to  be  deposited 
in  bank,  35. 
Auditing,  35. 
Safeguarding,  34. 
Recdver's  accounts  by  single  entry, 

19. 
Redprocal  accounts,  reconciling,  40. 
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Reconciling  bank  account,  39. 
Remainderman,  dut^  of  auditor  to^ 

les. 

Renting  agenfs  accounts  by  single 

entry,  80. 
Report,  auditor's,  180. 
Reports  of  work,  dailj  or  weekly, 

175. 
Representative  account,  48. 
Reserve^  50. 

Always  a  credit^  108. 

Bad  and  doubtful  debts,  for,  51. 

Offsetting  sinking  funds,  106. 

Suspense  account,  50. 

Wrong  use  of  term,  108. 
Responsibility  of  auditor,  200-906, 

Assistants,  805. 

Report,  196. 

To  whom,  196. 
Retail  acocunts  by  single  entry,  19. 
Reyenue  account,  185. 

Basis  of  divlsicHis  in,  185. 

Classifications  in,  186. 

Definition,  185. 
Reverse  posting,  14. 
Roberts,  W.  H.,  187. 

S 

Safeguarding  cash  receipts,  38. 
Sale  of  depreciated  asset,  154. 
Sales, 
For  future  delivery,  130. 

Revenue  account,  shown  in,  130. 
Kept  in  distinct  account,  186. 

Installment  plan,  189. 
Recording,  187. 
Branches,  187. 
Salesmen's    commissions,    recording, 

187. 
Schedules  of  work  in  an  audit,  175. 
Secret  reserves,  119-184. 
Duty  of  auditor,  183. 
Fluctuation  in  fixed  assets,  183. 
Object  of,  119. 
Objections  to,  188. 
Opinion  of  Mr.  Dickinson,  181. 
Mr.  Pixley,  180. 


Single  entry. 

Ascertaining  profits,  18. 

Auditing,  17. 

Can  trial  balance  be  taken?  18. 

Definition,  17. 

Objections  to^  80. 

Proprietor's  drawings,  18. 

Uses  of,  19. 
Sinking  Fund,  106. 

Analysis  of  its  nature^  106. 

Definition,  104. 

Established  out  of  profits,  105. 

Must  be  invested,  104. 

Reserve  as  depleting  surplus,  108. 
As  part  of  surplus,  107. 
Offsetting,  106. 
Sprague,  C  £.,  on  Debit  and  credit, 

Stodk,  see  Capital  Stock, 
Stoddiolders,  duty  of  auditors  to^ 

184. 
Street  railway  ticket  account,  95. 
Stub  of  receipt  book  different  from 

that  of  check  book,  33. 
Stubs,  entries  on,  no  proof,  33. 
Surplus,  150. 

Appropriated,  150. 

Definition,  150. 

Direct  entries  to,  149. 
Suspense  account,  16. 

Accounts  receivable^  50. 

Asset,  16. 

Items,  38. 
Suspicious      entries,     not     always 

wrongs  18. 
Systems,  186. 

Factoiy  costs,  189. 

Pet,  to  be  avoided,  187. 

What  th^  involve^  188. 


Taxes,  164-165. 
Testifying^  183. 

Ticket  account  in  street  railway,  95. 
Trade  acceptances,  44. 
Trade  discount,  134. 
Duty  of  auditor,  135. 
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Transfer  Books,  dosing  of,  159. 
Treasury  Stock,  118. 

InacUTe,  118. 

Offsetting  credit,  118. 

Sold  at  a  discount,  118. 

Status  in  different  states,  117. 

True  and  falser  117. 

Usual  purpose  of,  118. 
Trial  Balance,  la 

Finding  errors  in,  IS. 

PUttCtiOQ  of  ,  ». 

Ib  balance,  no  proof  of  accuracy. 
Writing  off  errors  in,  13. 


U 
stock  not  an  asset,  117. 
items   in   inventory. 


Vouchers  and  supporting  inyoices, 
137,  314^17. 

Auditing,  137. 

Canceled  checks  as,  141. 

Definition,  136. 

For  credits,  difficulty  in  auditing^ 
136. 

Items  in  special  nnlnmn«,  141. 

Journal  entries,  140^  914. 

Pay  rolls,  141,  215. 

Not  necessarily  eividence  of  pay- 
ment, 137. 

Should  always  be  marked  by  au- 
ditor, 140. 

Should  always  be  taken  for  pay- 
ments, 139 


^W.  IT. 


W 


V^cdlc«tiiaiX  914^-916. 
OmtrgAtlng  account,  214. 


Wasting  assets,  70. 

Depreciation  of,  70. 

Principal,  income  from,  163. 
Woridng  capital,  donated,  118. 


COST  ACCOUNTS 


"iVvvuuutHUcy  Problems,**  964. 
V«.\.wuutii«    their    construction    and 

^»fH:r«itioii,  433u. 
VvNMuat    uuiubcRi;«   See   Labor   dis- 

-.iU>U(HM&  sheet. 


\  «.N«v»    y.*i    (iroducUon,    See    Cost 
.1  x^\uiH  v'lahScUtWation  of. 


B 

Bridgeport     Brass     Company,    See 
Cost    accounting    systems,    in- 
stallation of. 
Burden,  distribution  of. 
Cost  sheet  exhibits,  374. 
Illustration  of,  374-^. 


Card  of  accounts.  See  Labor  distri- 
bution sheet. 
Classification  of  cost  systems,  222-4, 
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Clock  card,  304. 

See  Employment  slip,  Labor,  etc. 
Coal  mining  accoimting. 
Careless  methods,  S31-0. 
Cost  accoimting  and,  339-30. 
Insignificant  items  important  in* 

331. 
Material  account,  331. 
Mining   rate,  339,  330. 
Special  difficulties  in,  333. 
Staple  pricey  331. 
Unproductive  labor,  839. 
When  there  are  two  mines,  331-3« 
Cole,  W.  M.,  435-437. 
Commissions,  373. 

Committee  on  United  States  Got- 
enmient   Department   Methods, 
report  of,  343. 
Competition  and  prices,  349. 
Control    of    business,    depends    on 

knowledge  of  costs,  336. 
Corporate  for  manufacturing  busi- 
ness. 
Growth  of,  356. 
Stockholders'  rights,  35&-9. 
Cost   accounting,  educational  value 

of,  337. 
Cost  accounting. 
Particular  problem  to  be  studied, 

330. 
Sales  department  in,  330. 
What  it  should  do»  330. 
Cost  accounting  systems. 
Administrative  results,  330. 
Analysis  of,  334r-7. 
Classification  of.  See  that  heading. 
Coal  mining.  See  that  heading, 
Commercial  test  of  success,  34B-9. 
Compared  to  general  bookkeeping, 

343-5. 
Competition  and  prices,  349. 
Control  of  business  and,  336-7 
Cost  sUtistics,  349. 
Dangers  of  installation,  334. 
Detailed  study  of  particular  prob- 
lem, 334. 
Definition,  343. 
Exact  costs  should  be  known,  335. 


Cost  accounting  systems — (eonttii^ 
ued). 

Factory  safeguarded  from  inef- 
ficiency, 337-8. 

Hawkins,  L.  W.,  343. 

How  is  information  obtained,  333. 

Ignorance  of  conditions,  by  small 
manufacturers,  335. 

Illustration  of  necessity  for,  336- 
7. 

Importance  of  proper  dassificar 
tion,  334. 

Intuition  as  a  business  guide,  336- 

a 

Keep  Committee^  34^-5. 

Lack  of  interest  in,  351-3. 

Management,  attitude  of,  334-5. 

Nature  of  product,  331. 

Necessaiy  standards,  330-1. 

Necessity  for  analysis  of  expendi- 
tures, 337-8. 

New  processes,  338. 

Not  in  conflict  with  general  ac- 
counting, 349. 

Particular  problem  to  be  studied, 
334-5. 

Purposes  of,  331-3. 

Rough  and  ready  systems,  334. 

Scope  of,  and  general  bookkeep- 
ing, 343-8. 

Sice  of  business,  331. 

Ultimate  results,  338-9. 

Value  of  specific  information,  336. 

What  information  is  wanted,  331. 
Cost  accounting  systems,  classifies^ 
tion  of. 

Articles  of  production,  333-3. 

Cost  recapitulation  sheet,  333. 

Departments  of  production,  333. 

Importance  of  proper  records,  334. 

Machine  cost,  336-7. 

Machines,  333. 

Order  numbers,  333,  335-6. 

Related  processes,  333. 

Separate     departmental     recordss 

336. 
*Unit"  system,  333. 
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Cost  accounting  system,  installation 
of  a  typical,  384-499. 
Assembling,  396. 
Bridgeport  Brass  Company,  384- 

499. 
Commercial     accowiting     depart- 
ment, 490. 
Cost  analysis  sheet,  411. 
Delivery  slip,  400,  414. 
Departments,  relation  of,  384. 

responsibility       of, 

384. 
special     work     of, 
384. 
Estimate  forms,  394. 
Every  item  of  expense  shown,  386. 
Index  register,  404,  411. 
Indirect  labor,  411,  414,  416. 
Material   received   and   delivered, 

391. 
MiUer,  Guy  P.,  386,  490. 
Monthly  statement  of  costs,  416, 

490. 
Non-productive  expense,  411,  414. 
Order  system,  396. 
Organization  of  system,  384. 
Plant  orders,  414. 
Production  orders,  400,  414. 
Purchasing  department,  389-91. 
Quotation  card  index,  396. 
Recapitulation,  396. 
Requisition,  400. 
Stock  in  process,  391-9. 
Stores  ledger,  requisitions,  386. 
Transfer  slip,  400. 
Cost  distribution,  material  slips  in, 

367. 
Cost  recapitulation  sheet.  See  Cost 

systems,  classification  of. 
Cost  sheet. 
Burden  charges  for,  375,  378. 
Columnization  of,  375. 
Order  number  record,  935. 
See  Labor  voucher,  Cost  systems, 
classification  of,  etc. 
Cost    statement,    Bridgeport    Brass 
Company,  416,  490. 


Cost  statistics,  949. 

Cost  systems,  analysis  of,  935-6. 


Day,  Clarence  M.,  940. 

Ddivcry  slip,  Bridgeport  Brass 
Company,  400,  414. 

Departmei^ts  of  production.  See 
Cost  systems,  classification  of. 

Departments,  separate  records  for 
each,  936. 

Depredation  in  business  organisa- 
tion, 933. 

Detailed  cost  sheet,  319. 
Card  index  of,  319. 
Divisions  of,  319. 

Discount  on  purchases,  971-^. 

Distribution  expense  of  gas  com- 
panies. See  Gas  Companies,  ac- 
counting. 

Distribution  of  labor,  recording  of, 
307. 

Distribution  sheet,  colmnnisation  of, 
363. 

E 

Eaton,  J.  Shirley,  437. 
Electric  light  companies,  classifica- 
tion of  the  earnings  of. 

Classification    of    general    costs, 
450-1. 

Commercial  gas,  445. 

Consumption,  449->50. 

Distribution,  448. 

General    costs,    classificaticm    of, 
450-1. 

Municipal  gas,  446. 

Non-operative  expense,  459. 

Operating  costs,  analyzed,  446. 

Other  costs,  450. 

Purpose    of    exact    classification, 
459. 

Revenues,  459-3. 

Storage,  448. 

Transmission  costs,  447. 

Value  of  statistics,  453. 
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Emplojniient  sHp, 
Definition,  284. 
Use  of,  28Vn5. 

See  Labor,  Timekeeping  depmrt- 
ment.  Wage  systems,  etc 
Expense,  f actoiy. 
Classification  of,  961-3. 
Recording  of,  961-i. 
Three  divisions  of,  263. 
Expense,    operating,    of    gas    com- 
panies, 441-9. 
Expense  of  railroads.  See  Railroad, 

accountings 
Expense  record,  Bridgeport   Brass 

Company,  411. 
Explanation   of   nominal   accoimts, 
266-7. 
Illustration  of,  257-8. 


Factory  and  cost  accounting, 
**  Accountancy  Problems,"  204. 
Classification  of,  271-2. 
Corporate   form   of   organisation, 

25a 
Day,  C.  M.,  240. 
Definition,  243. 
Determining  basis  of,  219. 
Efficiency  of  labor,  253. 
Elementary  principles,  25S-4. 
Expense^  classification  of,  261-3. 

recording  of,  261-4. 
Explanation  accounts,  256-7. 
Faults  of  systems  for,  238-40. 
General  explanation  of,  219. 
General  fiscal  records  and,  243-5, 

248. 
General  principles  of,  242-273. 
Greenllndger,  L.  J.,  264-6. 
Hawkins,  L.  W.,  248. 
^'Holding  its  breath,"  239. 
Illustration  of,  252-3. 
Inefficiency  disclosed  by,  237. 
Keep  Committee,  242-4. 
Labor,  analysis  of,  239. 

management  of,  261. 


Factory  and  cost  accounting— (co»- 

tkmed). 
Lack  of  hiterest  in,  251-2. 
Manager,  responsibility  of,  261. 
Manufacturing     account,     250-1, 

269-70. 
Manufacturing  costs,  260-1. 
Material  bought  in  advance,  26a 
"Melting  pot,"  240. 
Officers'  duties,  259. 
Operating  at  cost,  238-9. 
Over-systematixation,  219. 
Plans  of  organisation,  259-60. 
Primary  f acU  in,  264. 
""Primer  on  Cost  Keepings"  249-3. 
""Purchasing  power,"  261. 
Raw  materiid,  261. 
Relation  to  ordinary  accounting, 

242-5,  253-4. 
Responsibility  for  factory  <^rm.- 

tion,  259. 
Results,  how  valuable^  9I3»  253. 
Revenue  account,  260. 
Royalties,  good-will  and  discount, 

271-3. 
Safeguarding     from     inefficiency, 

237. 
Scientific  methods  and,  26a 
Scope  ou  243-d. 
StocUidders,  258-9. 
Successful  systems,  243. 
Treatment  of  supplies,  26(^1. 
Trial  balance,  271-2. 
Ultimate  results  to  be  considered. 


What  should  be  considered,  252- 

a. 

When  not  sufficient  detail,  24a?. 
Factory  management,  responsibility 

for,  261. 
False  impressions  of  cost  accounts, 

234. 
Faults  of  cost  systems. 
Day,  a  M.,  24a 
Extremes,  240, 
Over-abundant  provisions,  239. 
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Gas  companieSy 

CoUection,  44SI. 

Cost  of  coal  gas,  44S-4. 
municipal  gas,  443. 

Distribution     expense     classified, 
449. 

Expense  of  operation,  441-9. 

Good     illustration    of    cost     ac- 
counts, 439. 

Gross  earnings  itemlxed,  439-40. 

^'Minimum  bills,**  440. 

New  business  promotion,  443. 

Sales  analysed,  440-1. 

Varieties    of    gas    manufactured, 
441-9. 
General   bodckeeping  and  cost  ac- 
counting. 

Causes  of  curious  conditions  not 
shown  by  former,  95(1. 

Comparison  of,  948. 

Departmental  gains,  956. 

Difficulty  in  locating  business  de- 
fects, 956. 

Explanation  accounts,  956-8. 

Hawkins,   L.   W.,  948. 

Not  in  conflict,  249. 

Object  of,  253-4. 

Scope  of,  compared,  252. 

Statement  of  resources,  254. 

Summary    of    gains    and    losses, 
255. 
General  expenses  of  railroads,  See 

Railroads  cost  accounts. 
Good-will,  how  carried,  271-9. 
Grcenlidger,  L.  J.,  264-6. 

H 

Hawkins,  L.  W.,  248. 

Hiring  slip.  See  Employment  slip. 

Labor,   etc. 
"Holding  its  breath,"  in  factory,  239. 


Index    register,    Bridgeport    Brass 
Company,     See     Cost     accounting 
system,  installation  of. 


Indirect    labor,    Bridgeport    Brass 
Company,  411,  414,  416. 

Interest,  lade  of,  251-9. 

Interest  paid  by  the  company,  979- 
S. 

Inter-state    Commerce    Commlssian 
on  railroad  expenditure,  435. 

Intuition,  997-8. 

Invoice  list,  394. 
In  general  office,  394. 

Invoice  register,  explanation  of,  394. 

Invoices  and  posting  to  invoice  reg- 
ister, 394. 

J 

Job  card,  997. 
Job  ticket  record,  301. 
Journal   vouchers,   labor   items   on, 
309. 


Keep  Committee,  94d-S. 

L 
Labor, 
Avoidance  of  set  devices,  990. 
Classification  of,  981-3. 
Departmental  distribution,  980. 
Determination  of  efficiency,   977- 

8. 
Discretion  in  cost  accounts,  982-3. 
Dislike   to  assume  responsibility, 

282. 
Division  of,  274. 
Elements  of  factory  cost,  274. 
Importance  of  timekeeper,  281. 
Large  establishments,  280. 
Limitations  of  human  mind,  275- 

6. 
Meaning  of,  274. 
Methods  of  accounting,  980-9. 
Non-productive,  274. 
Obstacles  to  be  met,  978-9. 
Over-systematization,  976. 
Pay  roll  distribution,  989-3. 
Prime  cost,  281. 
Problems  of,  276 
Productive,   274. 
Productive  wages,  28L 
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Labor — (eontimued). 

Pnrpose    of   cost    accounting   in, 
97^7. 

Responsibility  of  execution,  275-6. 

Supervision  of,  974. 

Successful  plans,  280, 

Taking  time,  380-1. 

Timekeeping  department,  880-9. 

Waste,  975. 

Work  orders,  975. 

See     Timekeeping     Department, 
Wage  systems,  etc. 
Labor  account,  necessity  for  analys- 
ing, 9S9. 
Labor  distribution  sheet. 

Account  numbers,  309. 

Card  of  accounts,  309. 

Columnization  of,  309. 

General  principles  of,  307. 

Labor  voucher  and,  309. 

Timdceeper's  daily  record  basis  of, 

309. 

Labor  ledger,  301-9. 

Labor,  management  of  factory.  See 

Factory  cost  accounting. 
Labor  voucher,  309. 
Ledger  card,  307. 
Limitations  on  human  mind,  975-6. 

M 

Machine  cost. 
Factors  in,  374. 
How  estimated,  374. 
Machines,  recording  expenditures  ac- 
cording to  machines,  936-7. 
See  Cost  systems,  classification  of. 
Management,    attitude   of,   towards 

cost  accounts,  934-5. 
Managers,  lack  of  interest,  983. 
Manufacturing    account    in    detail, 
950-1. 
Exact  cost  of  each  type  of  article, 

950. 
Labor  ^ciency,  951. 
Manufacturing  and  trading  account. 

See  Factory  cost  accounting. 
Material, 
Ap  asset,  390f 


Material — (eanHnnsd), 

Attention  to  special  needs,  391. 

Classification  of,  399. 

Differentiated  from  supplies,  390. 

Drawing  out  of,  390. 

Element  of  prime  cost,  399. 

In  general,  390-1. 

In  stores  department,  390. 

Purchase  of,  entries  for,  390. 

Special  questions  of;  998. 

••Work  in  process,"  391. 
Material  account. 

Entries  in,  391-9. 

Treatment  of,  391. 

When  waste  results,  399. 
Material    bought   'in    advance,    See 

Factory  cost  accounting. 
Material  for  production,  390. 

Errors  in  treatment  of,  331. 

Difference  In  treatment  of,  399-30. 

Disposition  of  scrap,  331-9. 

Material  received  record,  334. 
Material  for  repairs. 

In  storeroom,  393. 

Requisition  of,  393. 

Treatment   of   in   smaller   shops, 
399-3. 
Material  intended  for  stock,  394. 

Stock  card,  399. 
Material  received  and  delivered.  See 
Cost  accounting  systems,  instal- 
lation of  a  typical. 
Material    received    record,   explana- 
tion of,  334. 
••MelUng  pot,"  940. 
Miller,  Guy  P.,  386,  490. 
•'Minimum    bills,"    See    Gas    com- 
panies. 
Mining  rate,  basis  of,  999. 
Mixed  trains.  See  Railroad  account- 
ing. 

N 
New  processes,  adoption  of,  998. 

O 

Operative  expenses. 
Gas  companies,  441. 
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Operative  expenses — (eonUmted). 
Railroad,    classification    of,    499- 
439. 
Order  numbers. 
Basis  for  cost  systems,  935. 
Records  by,  935-6. 
See  Cost  accounting  systems,  class- 
ification of. 
Order    systems,    Bridgeport    Brass 

Con^)any,  396-7. 
Orders,  for  plant,  Bridgeport  Brass 

Company,  414. 
Overiiead  expense.  See  Burden. 
Over-systematization,  See  Labor,  etc 


Particular   problem,   importance   of 

study  of,  990. 
Particular  systems,  to  be  avoided, 

980. 
Passenger  trains.  See  Railroad  ac- 
counting. 
Payroll, 
Clock  card,  and,  300. 
Computing  machines,  300. 
Distribution  of.  See  Labor,  etc* 
Explanation  of,  288-9. 
Half-month,  999. 
Prevention  of  fraud,  300-1. 
Timekeeper's  duties  and  the,  997. 
Percentage  items.  See  Burden. 
Piece  work  rate,  307. 
See     Wage     systems.     Recording 
labor,  etc. 
Premium  system.  See  Wage  systems. 
Price  book,  arrangement  of,  399. 
Price  clerk,  394. 
Price  ledger,  391. 
"Primer  on  Cost  Keeping,"  949-3. 
Problem    of    labor    administration, 

976. 
Productive  labor.  See  Labor. 
Production  orders,  Bridgeport  Brass 

Company,  400. 
Public  utilities.  See  Electric  Light, 
Gas    companies,    and    Railroad 
cost  accounting. 


Purchasing  agent,  leqoisitions  by 
storekeeper,  393. 

Purchasing  department  orders.  See 
Cost  accounting  systems,  instal- 
lation of  a  typicaL 

''Purchasing  power"  of  manufactur- 
ing organisation,  961. 

Purpose  of  cost  accounts,  937. 

R 

Railroad  cost  accounting. 
Analysis  of  expense,  499-434. 
Betterments,  434. 
Classification  of  expenditure^  435. 
Cole,  W.  M.,  435-7. 
Difficulties,  435-7. 
Distribution  of  charges,  435-7. 
Eaton,  J.  Shirley,  437. 
Elements  of  cost,  how  detennined, 

437. 
General  expenses,  439-4. 
Importance  of  analysis,  434-5. 
Incidental  expenses,  434. 
Information  necessary  to  manager, 

437. 
Inter-state  C<Hnmerce  Commission, 

435. 
Maintenance  of  equipment,  494. 
Maintenance   of   way    and    struc- 
tures, 499. 
Mixed  trains,  438-9. 
Passenger  trains,  437-8. 
Traffic  expense,  497-8. 
Transportation  expense,  498-439. 
When  employ^  engage  in  two  or 
more  occupations,  435-7. 
**Railroad  Operations,  How  to  Know 

Them,"  437. 
Recapitulation  sheet,  993,  396. 
Recording   labor.   See   Employment 

slip,  Labor,  Timekeeper,  etc 
Related  problems,  See  Cost  account- 
ing systems,  classification  of. 
Rent,  fuel,  etc.,  factory,  973. 
Repairs,  See  Material  for  repairs. 
Requisition,  Bridgeport  Brass  Com- 
pany, 400. 
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"Results,"  demand  for,  SaX 
Revenue  account,  26&-6. 
Rough  and  ready  systems,  234. 
Royalties,  »71-«. 


Sales  department  in  cost  accoonts. 
220. 

Sales  of  gas.  Sec  Gas  companies. 
Shop  pusher,  definition  of,  316-7. 
Small  manufacturers'  ignorance  of 

costs,  225. 
Special  questions,  228-9. 
Specific  information,  value  of,  226. 
Standards, 

Establishment  of,  221. 
Necessary  in  cost  systems,  220-1. 
Organization  plan,  221. 
Stock  card, 

lyfmhle  purpose  of,  329. 
In  duplicate,  329. 
Perpetual  inventory,  329. 
Posting  of  materi^  329. 
Stockholders,  powers  of,  258-9. 
Stock  in  process.  See  Cost  account- 
ing   system,    insUllation    of    a 
typical 

Store  department,  supplies,  division 

of,  823-4. 
Store  expense.  See  Burden. 
Store  keeper  and  material  for  re- 
pairs, 323. 
Store  ticket, 
I>cfinition  of,  324. 
Price  hock  and,  329, 
Stores  ledger,  386-91. 

Material  received,  334. 
See  Cost  accounting  system,  installa- 
tion of  a  typical. 
Supplies,    distinguished    from    ma- 
terial, 320. 

Systems,  value  of  cost  accountings 
219-20. 


Timekeeping    Department— (contit^ 
ued). 
Duties  of,  288. 
Example  of,  288. 
Responsibility  of,  288. 
Sec  Labor,  Timekeeping  and  wage 
systems,  employment  slip,  pay- 
roll, etc. 
Timekeeping  department. 
Account  numbers,  309. 
Addressograph,  286. 
Card  of  accounts,  309. 
Clock  card,  286,  301-2. 
Cost  sheet,  309-10. 
DeUiled  cost  sheet,  305. 
Division  of,  284. 
Employment  bureau,  284. 
Employment  slip,  284. 
Hiring  slip,  288. 
Labor  distribution  sheet,  302. 
Labor  ledger,  301. 
Labor  voucher,  309-10. 
Memorandum  slip,  304. 
Methods  of  recording  labor,  301-7. 
Payroll,  288,  297. 
Payroll  numbers,  286. 
Recording   distribuUon   of  labor, 

807-8. 
Shop  pusher,  312,  317. 
Typical  illustraUon,  284-5. 
Wage  systems  and.  See  that  head- 
ing. 
Work  of,  284. 
Work  slip,  312. 
Trial  balance  of  factoiy,  271. 


U 

"Unir  cost  system,  223. 
Unproductive  labor  in  coal  mintog, 
230. 


Timekeeping  department. 
Difficulties  of,  288. 


Value  of  knowledge  of  cost  in  elec- 
tric utUities,  See  Electric  Ugfat 
companies. 
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Wage  wyttaoB, 

Day  wages*  901. 

Piece  work,  901. 

Premium,  997. 
Wages,   wlien   worlonen   ha?e   dif- 

*     f erent  occupatioiia,  999L 
Waste,  See  Labor,  etc; 


Wholesale  basis  used,  coal  mining 

for  illustration,  289. 
Work  card,  304. 

•Work  in  process,**  See  Material. 
Work  orders.  See  Labor. 
Woric  tickets.  See  Job  card.  Labor, 
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